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@ When an attorney has all the 
papers ready for the incorpora-. 
2 '@) r n tion of a company, or for its 
qualification as a foreign cor- 


poration, no matter in what state 

or territory of the United States, 

a or what province of Canada, we 

ec ni ue will take them at that point, and 

see that every necessary step is 

performed — papers filed, copies 

recorded, notices published, as 

e may be required in the state; in- 

The most modern capl- corporators furnished, their first 


meeting held, directors elected, 


talization plans, the most ofice established and ban: 

’ maintained. 
workable management si esate i ieeittie 
A c ontr ol pr Ovisi ons you wish to study carefully the 


question of _ best —_ for 

incorporation of your client’s 

particular business, the most 

precedents for the best suitable capital set-up or the 


in every angle of cor- soundest purpose-clauses for it, 


or the most practicable provi- 

sions for management and con- 

porate structure—are at trol, we will bring you prece- 
ce A — —_ the very best ex- 

amples of corporation practice 

your disposal, to pick on. which to formulate your 
fy plans, or, if you desire, will 

and choose from or draft for your approval a_cer- 
tificate and by-laws based on 


your client’s advantage || ‘°° precedents. — 
* If you are uncertain as to the 
when you are using the necessity of a client’s qualify- 


ing as a foreign corporation in 


organization services of || 27Y,::t*5 ye pill, yoon sub: 


aeaien S 2 = facts, pring you 
a igests (with citations) of lead- 
The Corporation Trust ing court decisions showing the 

attitude of each state involved 


Company. © on the kind of business trans- 


acted by your client. 
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The Tax Issue Involved in the 
Caruso Case 


Number 11 








By Wa TER H. SCHULMAN * 


N interesting tax question arose from the failure 
A of the famous Enrico Caruso to include in his 
taxable income for the years 1918, 1919, and 

1920 certain sums which his wife and executrix, Dor- 
othy Caruso Ingram, claimed were not taxable to 
him as a non-resident alien, because they were “roy- 
alties” on records of Caruso’s voice 
sold outside of the United States. 
The Government asserted that 
the source of the omitted income 
was the United States, on the 
ground that it was compensation 
for personal services rendered here 
under contracts between Caruso 
and the Victor Company of Cam- 
den, New Jersey. Consideration 
of the contracts, of the process of 
manufacturing the records and of 
the method of payment to Caruso 
is essential to an understanding 
of the “source of income” prob- 
lem presented and of the court’s 
disposition thereof in the case 
of Dorothy Caruso Ingram, Ex- 
ecutrix, v. Bowers, Collector, 47 F. 


(2nd) 925.1 


Performance of Caruso’s Contracts 

On April 3, 1909, Enrico Caruso 
entered into a twenty-five year 
contract with the Victor Talking 
Machine Company whereby he 
agreed to sing at the laboratories of the company “‘such 
selections from his repertoire as may be mutually 
chosen by him and a representative of the Victor Talk- 
ing Machine Company for the purpose of making rec- 
ords of his voice.” The Victor Company agreed to pay 
him a “royalty” on each record of his voice “which they 

* Asst. United States Attorney, New York. 

1Judge Patterson of the United States District Court, Southern 


District of New York, held, contrary to the Government’s contention, 
that Caruso was a non-resident alien. 
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shall sell” and the “royalties” were payable within 
thirty days after the first day of January of each year 
that the contract was in force, according to “the num- 
ber of records sold by the Victor Talking Machine 
Company during the preceding year.” This contract 
guaranteed to Caruso a certain minimum amount of 
“royalties” during the years 1909 
to 1913 inclusive, and further pro- 
vided that they “continue as long 
as any records of Enrico Caruso 
are sold by the Victor Talking Ma- 
chine Company, or its successors 
and assignees, and that the pay- 
ments thereof shall be made to 
Enrico Caruso during his lifetime 
and, after his death, to the legal 
representative of his estate.” Un- 
der this contract Caruso was pro- 
hibited from singing for any other 
person or company for the purpose 
of making a record of his voice, 
without the written consent of the 
Victor Company. The contract 
was in effect to Dec. 31, 1918, and 
was, therefore, a pertinent factor 
in determining Caruso’s taxable 
income for 1918. 


On January 1, 1919 a second 
contract, superseding all previous 
agreements and running for fifteen 
years, commenced. In substance 
this contract was like that of April 
3, 1909, but contained additional provisions which 
are of special significance in the light of the ques- 
tions to be discussed herein. By Clause “3” of said 
contract Caruso granted to the Victor Company the 
right “to manufacture, advertise and license or sell, 
and any or all these rights and powers, in all parts 
of the world, records of his voice in selections of 
which approved master records have been hereto- 
fore made or shall hereafter be so made” and also 
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granted “all rights in and to the matrices and records 
upon which have been or shall be reproduced the 
performances herein referred to.” (Italics ours.) 
Under this second contract the Victor Company 
guaranteed to Caruso for the first ten years a mini- 
mum annual payment greatly in excess of that 
specified in the earlier contracts. It was also pro- 
vided that Caruso be allowed a percentage royalty, 
based upon the Victor list or catalogue price of rec- 
ords of his voice, and that an account be kept of the 
number of records of his voice licensed or sold dur- 
ing each year of the contract in which an approved 
master record of his voice had been made or would 
be made. The Victor Company agreed to pay to 
Caruso the excess over the minimum payment 
guaranteed, computed on the royalty basis above 
mentioned. This contract, likewise, prohibited 
Caruso from singing for other record manufacturers 
and undertook to release the Victor Company from 
making the royalty payments if he did so. As it 
superseded all previous agreements, according to its 
terms, it was clearly relevant to questions of the 


source of Caruso’s income during the years 1919 
and 1920. 


It was necessary for Caruso to report to the Re- 
cording Laboratory of the Victor Company at Cam- 
den, New Jersey, where he would sing into a horn. 
His voice in singing was transmitted to a wax prep- 
aration upon the recording machine. Then the wax 
was taken from the Recording Laboratory to the 
“matrix” plant of the Victor Company, where it was 
electroplated to make what was termed “an original 
shell.” The “original shell” was then “backed up” on 
a copper back and was thereafter always known as 
the “master matrix.” The original “master matrix” 
was kept by the Victor Company and the wax which 
had been used in the process of electroplating to 
make the thin metal “shell” was destroyed. From a 
“matrix” backed up on copper, the records were 
“stamped” or “pressed” in the “press room.” 


Contracts with Foreign Companies 


The Victor Company had entered into contracts 
with foreign record manufacturers whereby it agreed 
to furnish them with duplicate “shell matrices” of se- 
lections made by the Victor Company and to license 
them to manufacture from these “shell matrices” 
records for distribution in countries other than the 
United States. Aside from the undertaking of these 
companies to pay the Victor Company a royalty 
for these privileges or in reciprocity to furnish the 
Victor Company with duplicate “shell matrices” of 
their own manufacture, they agreed to pay to the 
Victor Company any royalties which it might be 
called upon to pay the artist who made the selection 
of which Victor furnished a duplicate “shell matrix.” 
The foreign companies also agreed to furnish the 
Victor Company with periodic statements indicating 
the number of records sold which were derived from 
duplicate shells supplied by Victor to them. Where 
exchanges of the duplicate matrices were involved, 
the intent of the companies was that they were to 
be without profit or loss to the respective parties 
originating the matrices; and each company, after 
receiving a complete statement of the sales of records 
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made from matrices originating with it, was to debit 
the other company with the amount due it. 


Accounting Practices Employed 


Without going into excessive detail, we may note 
that, under these contracts as performed, the Victor 
Company received from its foreign licensees state- 
ments, from which it could determine the amount of 
royalties due the artist on all records sold by them, 
or a “credit memorandum” showing the number of 
records sold from duplicate “shell matrices” of Vic- 
tor origin and indicating the selection and the name 
of the artist making it. If, as a result of matrix “ex- 
changes,” one company, as a matter of accounting, 
was indebted to the other, the debtor would send 
its checks or drafts to cover the difference arising 
from the excess of credits in favor of its creditor. 
There was no evidence adduced at the trial to indi- 
cate that the foreign companies had sent to the Vic- 
tor Company checks or drafts for the precise amounts 
which Caruso omitted from his gross income for the 
taxable years 1918, 1919 and 1920 in making his re- 
turns. 

When the Victor Company had determined the 
amount of royalties due an artist, the total of the 
accrual to each artist was posted in the Victor “roy- 
alty payable ledger” in detail for each artist. A “roy- 
alty account payable” to Caruso was kept by the 
Victor Company and contained entries of credits for 
amounts due to Caruso or charges to Caruso on ac- 
count of payments in cash for royalties due. This 
account was merely the Victor Company’s method 
of showing its liability to Caruso for money due to 
him. 

In January and July of 1918, January of 1919, and 
January of 1920, the Victor Company paid to Caruso 
certain amounts by checks drawn on American banks 
and cleared in New York City after deposit by Ca- 
ruso in his bank accounts there. At the trial, Caruso’s 
executrix did not show the years in which the sales 
were made, upon which these amounts might be 
deemed to have been paid. 

There was no evidence presented to establish that 
there was any correspondence betwen the Victor 
Company and Caruso or between him and the for- 
eign companies concerning the payment of royalties 
to him. Nor was any evidence adduced tending to 
show that there was any privity between Caruso and 
the foreign companies in respect of records of selec- 
tions sung by him and payment by them to him of 
royalties based upon the sales of such records. In 
other words, the plaintiff-executrix did not establish 
as a matter of law that there had been such a nova- 
tion between Caruso and the foreign companies as 
would more readily support the contention that, with 
respect to the production of “royalties” by foreign- 
made sales of records, the source of his income was 
not in the United States. 


Contentions of Taxpayer and Government 
In the light of the foregoing facts, Caruso’s execu- 
trix ultimately contended that all of his income which 
could be attributed to royalties eventuating from 
sales of Caruso selection records in foreign coun- 
tries, was from sources outside of the United States 
and, therefore, not taxable to him as a non-resident 
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alien. In support of this contention she urged that, 
until the sale of a record was made, there could be 
no royalty income to Caruso and, as a consequence, 
where the sale was made abroad, Caruso’s royalty 
income in respect thereof was derived from a source 
without the United States. The fact that Caruso 
was paid by the Victor Company in the United 
States for royalties accruing from foreign sales was 
regarded by her as irrelevant and immaterial, on the 
ground that the place of payment did not essentially 
determine the source of the income. 

The Government, at the outset, took the position 
that, irrespective of contractual nomenclature, the 
payments made by the Victor Company to Caruso 
in the years 1918, 1919, and 1920 represented com- 
pensation for personal services rendered by Caruso 
to the Company in the United States, so that the 
source of his income therefrom was in the United 
States and, thus, taxable there. In this connection it 
was demonstrated that Caruso’s contracts with Vic- 
tor were made in the United States; Caruso’s vocal 
selections were rendered by him in the United States ; 
the “master matrices” were manufactured by Victor 
in the United States; all payments due Caruso under 
his Victor contracts were made by check to him and 
reduced to cash by him in the United States; the 
contracts between him and Victor were performed 
in the United States; and, finally, that Caruso did 
not have any contractual relationship, express or im- 
plied, with any foreign company. The Government 
contended, accordingly, that the source of the income 
which Caruso omitted from his tax returns, was in 
the United States. 


“Gross Income” as Defined by Statute 


The provisions of Section 213 of the Revenue Act 
of 1918? are pertinent to the question of Caruso’s 
taxability for the years 1918, 1919, and 1920, on in- 
come received by him because of sales of records 
made abroad. That section contains a definition of 
the term “gross income” as used in the income tax 
title of the Act which is broad enough to cover every 
conceivable form of income, whether received by a 
resident of the United States or by a non-resident 
alien from sources within the United States. Under 
subdivision (a) thereof, gains, profits, and income 
derived from salary, wages or compensation for per- 
sonal services of whatever kind and in whatever 
form paid or from professions, vocations, or the 
transaction of any business carried on for gain or 
profit, and gains or profits, and income derived from 
any source whatever, are included in “gross income.” 
The provisions of subdivision (c), limiting the tax- 
able income of non-resident aliens to “sources within 
the United States,” and specifying certain types of 
income taxable to such aliens, do not curtail the 
broad provisions of subdivision (a). 


The courts* have recognized that the intent of 
Congress was to exercise its power to tax to the full- 
est extent under the provisions of the revenue acts. 
Thus, in Heiner v. Colonial Trust Company, 275 U. S. 


240 Stat. 1057; 1400 (a), 1921 Revenue Act (42 Stat. 227). 

® Heiner v. Colonial Trust Co.,-275 U. S. 232; American Can Co. v. 
Bowers, (CCA-2) 35 F. (2nd) $32, 834; Irvin v. sone, 268 U. S. 161, 
166; Brushaber v. Union Pacific Railroad, 240 bg Ss. , 17 to 19, et seq. 

4 Affirmed, United States v. Merriam, 263 U. 178. 

5Section 2B of 1913 Revenue Act (38 Stat. his} was construed. 
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232, the Supreme Court, having under consideration 
the taxable years 1917 to 1921 inclusive, stated: 

* * * The disposition of Congress has been to extend 
the income tax as far as it can to all species of income, 
despite immunity from state taxation. 

With respect to compensation for personal 
services, the Court in Merriam v. United States * 
(CCA 2) 282 Fed. 851, 855 and 856, gave a compre- 
hensive discussion,® in the course of which it stated: 

* * * We think Congress contemplated and intended 
to cover payments under contracts of employment ex- 


pressed or implied, and intended the taxing statute to 
reach all forms of payment for.services rendered. © 


Meaning of “Source” 


In the light of the foregoing statutory. provisions 
and authorities, the Government was virtually con- 
strained to contend that any payments made by the 
Victor Company to Caruso in the United States 
during the years 1918, 1919, and 1920, constituted in- 
come to Caruso “from sources within the United 
States.” Reference to dictionaries manifests that the 
word, “source,” has various meanings, depending to 
some extent upon the subject with which it is asso- 
ciated, but its meanings as “first cause” and “origin” 
generally appear in definitions of the word. It was, 
therefore, the position of the Government that any 
income which Caruso might have received because 
of the license or sale of a record, whether in the 
United States or abroad, had as its “first cause” the 
performance of the contracts between him and the 
Victor Company in the manner outlined above. 

Notwithstanding the presence of the expressions, 
“royalty” and “royalties,” in these contracts, the Gov- 
ernment maintained that they were contracts of em- 
ployment under which Caruso was the employee and 
the Victor Company agreed to pay him compensation 
for his personal services rendered and to be rendered. 
The taxpayer was inclined to take the word, “royal- 
ty,” at its face in pursuance of the proposition that 
the sale of a record in a foreign country produced 
the “royalty,” which was, therefore, not income from 
sources within the United States. 


Caruso’s “Royalties” Merely Contingent 
Compensation : 

Technically, the term, “royalty,” indicates the pay- 
ment, in money or some other form, of a percentage 
of the proceeds or profits from the use of property 
to the owner thereof who permits or licenses another 
to use it. I.eases of mines on a royalty basis and 
licenses to manufacture under patents or to publish 
under copyrights, are the familiar examples. Some 
judicial definitions of “royalty” conceive of it as in 
the nature of a rental for the use of property. But 
the term as used in the contracts between Caruso 
and the Victor Company was none of these things, 
because it was not based upon the use of any prop- 
erty owned by Caruso. It was obviously no more 
than a means of describing compensation to be paid 
to Caruso, not for property sold or licensed by him, 
but for personal services rendered by him to the Vic- 
tor Company. 

From the Government’s viewpoint, it was just as 
much a form of contingent compensation as “com- 
mission” to be paid by an insurance company for the 
personal services of an agent in obtaining subscribers 
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to its policies of insurance. In the case of Edwards v. 
Keith (CCA 2) 231 Fed. 110, 111 and 112, the insur- 
ance company was obligated to pay the agent, as 
compensation for his services, a certain commission 
on the first premium paid by the insured when the 
policy was issued and on each renewal premium. 
Prior to the effective date of the 1913 Revenue Act, 
the agent had procured subscriptions to a number 
of policies, but the renewal premiums thereon were 
not paid and the agent’s commissions on the renewal 
premiums were not paid until after the effective date 
of the Act. In deciding that the commissions were 
taxable income when received by the agent, the Court 
said: 

It may be noted that, although fully earned by work 
already done, there is no certainty that the sum condi- 
tionally promised for an ensuing year will ever be paid 
or will accrue or come due; * * * the obligation to pay 
does not arise until John Doe actually pays his renewal 
premium in cash.‘ ; 

There can be no doubt that, for income tax pur- 
poses, compensation for personal services may take 
various forms. The Supreme Court has recognized 
this in the case of Old Colony Trust Company v. Com- 
missioner, 279 U. S. 716, in which it was called upon 
to determine whether the payment of an employee's 
income tax by his employer constituted a receipt of 
income by the employee subject to tax. The Court 
stated at page 729: 

* * * The payment of the tax by the employer was 
in consideration of the services rendered by the employee 
and was a gain derived by the employee from his labor. 
The form of the payment is expressly declared to make 
no difference. Section 213, Revenue Act of 1918, c. 18, 
40 Stat. 1055. It is, therefore, immaterial that the taxes 
were directly paid over to the government. The discharge 
by a third person of an obligation to him, is equivalent 
to receint by the person taxed. The taxes were paid upon 
a valuable consideration, namely, the services rendered 
by the employee and as part of the compensation therefor. 


We think that the payment constituted income to the 
employee. 


It is, therefore, apparent that it is not an unnatural 
view of the situation to say that Victor’s payments 
to Caruso were for services performed by him in the 
United States and the “royalty” based upon sales 
was Only a measure of compensation agreed upon 
by the parties. Under his contracts he was to receive 
a minimum sum, without regard to the number of 
records sold; and though it may be argued that there 
could be no “excess” over this minimum unless sales 
were made; on the other hand, there would have 
been no income to him at all from Victor if he had 
not rendered personal services to the company at 
its laboratories in the United States. 

Nor is it a distortion of the circumstances to allo- 
cate to the United States the payments received 
by Caruso from Victor, when the income tax laws 
of the United States are involved. It has been held 
that, under the income tax statutes, payments for 
personal: services should be allocated to the place 
where the services are performed. Thus, in the Ap- 
peal of Louis Roessel & Co., Lid., 2 B. T. A. Reports 
1141, the president of a foreign corporation spent half 
of his time in negotiating loans and discounts for the 

®To the same effect, see Workman v. Commissioner of Internal 
Revenue (CCA-7) 41 F. (2nd) 139, 141, and Woods v. Lewellyn, 252 
Fed. 106, 108, wherein the agent’s right to commissions was considered 
contingent “‘unless he turned it into money.” 


‘e also I. T. 2018 (C. B. III-1, p. 209) and O. D. 245 (C. B. 1, 
p. é : 
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purpose of securing funds for making advances to 
an American partnership, the sole income of the for- 
eign corporation from sources within the United 
States being derived from such advances. The presi- 
dent’s salary during the taxable year 1918 was 
$15,000. The Board held that in computing its tax- 
able income the corporation should be permitted to 
allocate $7500 of the president’s salary as a deduction 
from gross income from sources within the United 
States. In J. T. 2286, C. B. V-1, p. 52, it was held that 
“for the purpose of determining whether earned in- 
come is from services within or without the United 
States, the place where the services are performed, 
and not where the compensation is paid is the con- 
trolling factor.”’ 

Returning to consideration of the contracts be- 
tween Caruso and Victor, we find therein nothing to 
support a contention that any sum payable to him 
would depend upon the place where the records were 
sold. The fair inference from the terms of the con- 
tracts is that he was not essentially concerned with 
the place of sale nor with the methods Victor might 
adopt to effect sales, but he was vitally concerned 
with the obligation of Victor to pay him a certain 
amount each time a record was sold. From the testi- 
mony of the taxpayer’s witness, an employee of Vic- 
tor, it was established at the trial that the basis of 
any sums to be paid to Caruso was the Victor list 
price in the United States. | 

The relations of the Victor Company with other 
companies could not conceivably shift the source of 
Caruso’s income derived by him from personal serv- 
ices performed by him in the United States. It was 
perfectly natural for the Victor Company to indemni- 
fy itself in its contracts with the foreign companies, 
by requiring them to pay to it any sums for which 
it would have a “royalty” liability under its contracts 
with Caruso. But there was no evidence adduced at 
the trial to indicate in the slightest degree that 
Caruso looked to the foreign companies for payment 
or in any way released the Victor Company from its 
contractual obligation to pay him “royalties” for any 
record licensed or sold, if it contained a performance 
by him. 

Furthermore, the payments made by the Company 
to Caruso do not appear to have been paid with re- 
spect to any particular sums of money that it had 
received from the foreign companies. It would seem 
clearly to be the agreement of Victor to pay to Ca- 
ruso a certain percentage of its list price in the 
United States for every record of a Caruso selection 
sold, in exchange for Caruso’s promise to sing at the 
Victor Laboratories, that gave rise to his income 
from a source within the United States, when the 
company made payments to him in accordance with 
the contracts. Thus the payments actually made to 
Caruso in the United States must be deemed to be 
compensation for personal services rendered by Ca- 
ruso to the Victor Company in the United States. 


Source of Caruso’s Unreported Income 
Though it might not have been impossible for 
Caruso to enter into contracts with Victor whereby 
he retained a proprietary interest in the matrices of 
his voice, we have seen that under his contracts with 
the company he gave to it any and all rights in and to 
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any matrices or records in respect of which he had 
rendered or would render the performance of a vocal 
selection. The taxpayer did not suggest that Caruso 
obtained any copyright on records of selections sung 
by him. Nor did the evidence at the trial show that 
the Victor Company obtained a copyright on each 
matrix of a Caruso selection. It does, however, seem 
reasonable to assume that the company would and 
did take steps to secure such copyrights as it could 
upon records of selections made by an artist of Ca- 
ruso’s distinction, and under its contracts with Caru- 
so it would unquestionably have the power to do so. 

The right to copyright does not depend upon the 
originality of the work of the copyright seeker but 
is available to him for a combination of skill and 
labor which amounts to no more than “industrious 
collection.”* This proposition is strikingly illustrated 
by the English case of Walters v. Lane,® L. R. (1900) 
A. C. 539, wherein it was held that one who takes 
shorthand notes of speeches has the right to compile 
a book on the basis thereof and obtain a copyright 
on the book. In the case of Callaghan v. Myers, 128 
U. S. 617, we find that the inchoate right to copy- 
right may be assigned verbally prior to the taking 
out of the copyright by the assignor. There would, 
therefore, appear to be little doubt that the Victor 
Company, as Caruso’s employer, would have the right 
to copyright matrices or records of selections sung 
by Caruso in its recording laboratories pursuant to 
contracts whereby he was “employed” or “hired” to 
sing for the purpose of enabling the company to 
make records of various operatic and other musical 
works. 

In this respect, attention is called to the Copyright 
Law of the United States, U. S. C. A., Title 17, Sec- 
tions 1 and 2, pertaining to the mechanical reproduc- 
tion of music. Of particular note is subdivision (e) 
of Section 1, which for the purposes of subdivision 
(a) thereof, enables persons to “make any arrange- 
ment or setting of it, or of the melody of it in any 
system of notation or any form of record.” (Italics 
ours) Section 5 contains a classification of copyright- 
able subjects which in its scope of specified subjects 
may be deemed broad enough to include phonograph 
records. Section 8 provides that authors, proprietors, 
or their assigns, have the right to copyright of any 
work made the subject of copyright under the Act. 
Under Section 62, the word, “author,” shall include 
an employer in the case of works made for hire. 

Manifestly, Caruso could not have obtained copy- 
right on a record which, after he sang, was made 
from a thin wax sound record of his voice and re- 
tained by the Victor Company as the “master matrix” 
subsequent to the destruction of the wax recording 
preparation.° The taxpayer could not, therefore, 
reasonably maintain that Caruso had any property 
right or interest in records of selections sung by him 
to which he could pass title in a sale, or which he 
could license anybody to use for the purpose of man- 
ufacture and sale. 





8 Yale University Press v. Row Peterson & Co. (D. C., S. D., N. ¥.) 
40 F. (2d) 290, 291; Jewelers Circular Publishing Co. v. Keystone 
Publishing Co. (CCA 2) 281 Fed. 83. Orter 

® Cited by CCA 2 in Jewelers Circular Publishing Co. case, 281 Fed. 
83, at page 88. , : 

10 At the trial a Victor employee testified that the foreign companies 
could not have “honestly” made records of Caruso’s voice without re- 
ceiving “duplicate shell matrices” from Victor, and that these were 
necessary to assure the finest reproduction of the voice. 
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In this connection, the case of G. Ricordi & Co. v. 
Columbia Graphophone Co., (D. C., S. D., N. Y.) 
270 Fed. 822, is of most pertinent interest, because 
Manton, C. J., there had occasion to consider Section 
1 of Title 17, U. S. C. A. above mentioned. The 
question involved was whether a copyright proprie- 
tor was entitled to the 2 cents royalty provided by 
the statute, because of the manufacture of records 
which mechanically reproduced music and to which 
the plaintiff claimed that its copyright was appli- 
cable. A special master made a report, set forth in 
toto in the case report, from which it appears that 
in the process of manufacture of the records then 
under consideration there were nine distinct steps, 
eight of which were performed in the United States. 
(These steps were substantially the same as the 
process used by the Victor Company in making mas- 
ter records of Caruso’s voice.) The ninth step con- 
sisted of “stamping” the records in Canada and it was 
the contention of the defendant that, because the 
records, which were sold in Canada, were also 
“stamped” there, the plaintiff was not entitled to the 
2 cents royalty. It was the opinion of Judge Manton 
that the eight steps performed in the United States 
constituted “manufacture” in the United States with- 
in the purview of the provisions of the Copyright 
Law. 

_ Accordingly, the Government, in view of the copy- 
right law and of the above cited authorities relative 
to the right to copyright, took the position that the 
Victor Company was the manufacturer who merely 
used the services of Caruso as an employee for com- 
pensation and that the master records made by it in 
the United States belonged only to it, to the exclu- 
sion of any proprietary interest in Caruso. It was 
consequently contended that any records made 
abroad from duplicate shell matrices furnished by 
the Victor Company to foreign companies, cannot be 
deemed to be made from property owned by Caruso, 
which was sold by him to them or which he licensed 
them to use. 

In rendering his opinion, Judge Patterson stated 
in part [47 F. (2nd) at pages 926 and 927]: 

Did the moneys received by Caruso on account of foreign 
sales of records constitute income from sources within 
the United States? I have reached the conclusion that they 
did. The contracts which Caruso made with the Victor 
Company were contracts requiring him to render services. 
They called upon him to sing for Victor and to refrain 
from singing for any other phonograph company. For 
this he was to be paid by Victor according to the number 
of records sold, with a minimum compensation to be paid in 
any event. The contracts were in no sense contracts of 
sale or of license. Caruso had no proprietary right, title 
or interest in the matrices or in the records. It is true 
that compensation was measured, in part at least, by the 
number of records sold and was referred to as a royalty; 
but the fact remains that the arrangement was one to render 
services in his capacity as a singer, as thoroughly as if 
the compensation had been a set sum. 

The services rendered by Caruso were rendered in the 
United States. I think that this is the decisive feature. 
Those services were the source of all his income derived 
from the Victor contracts. It cannot be denied that but 
for the sales abroad part of this income would not have 
accrued. An event in a foreign country was necessary 
before the income became payable. But this cannot ob- 
scure the fact that the source, the origin of the income 
was Caruso’s singing in Camden, New Jersey. 

*x* * kK * * * * 


(Continued on page 416) 




























































































































































































































































































































































































































































































































































































HE peculiar relationship of the income tax to 
earned income is extremely important to all 
classes of people, but especially so to wage- 

earners and to minority stockholders. It is a vital 
prosperity factor. Although you may be a wage- 
earner who does not file an income tax return, your 
earnings are nevertheless restricted by the effect 
which this tax has on profits and earnings. Perhaps 
you are both a minority stockholder and a wage- 
earner. Only one share of stock owned by you 
makes you a minority stockholder, 
and even though you own much 
more than one share of stock you 
are probably still a minority stock- 
holder because most of us by care- 
ful saving and investing never can 
acquire a majority of the stock in 
the corporations we trust to pay us 
a return On our investments. In- 
cluded with minority stockholders 
are those moderately wealthy indi- 
viduals who follow the principle of 
diversification for safety instead of 
putting all of their eggs into one 
basket. Both minority stockhold- 
ers and wage-earners have interests 
very much akin through the tax in- 
equalities which they permit and 
by which they are the losers. 

The income tax law embodies 
one of the fairest methods yet de- 
vised to provide for government 
upkeep. In taxing income, one of 
the main purposes of this law was 
to shift from the shoulders of the 
poor the disproportionately large 
tax burdens which they carried. Only in part has 
this purpose been accomplished because the tax on 
profits may so easily be evaded. The increasing 
deficit in the national treasury must this year, next 
year, or the year after be met by increased tax rev- 
enue. Who will pay those taxes? The rich man? 
The poor man? The tax evader? 

So intimate a law is this that it goes beyond its 
avowed purpose of merely taxing income. Its power 
is seen in the convictions of gangsters who have 
been able to evade the most formidable of other 
laws, but who could not escape this one. Since, 
in taxing income this law seeks to define earned 
income and to differentiate between earnings and 
profits, it may not be too much to hope that, if 


properly applied, it may become a force for the bet- 
ter distribution of income. 


Profits Are Always Unearned 
Every wage-earner understands the meaning of 
“earnings.” The very name of “wage-earner” sig- 
nifies one who earns, and “wages” is the measure of 
his earnings. Limitations in buying power of the 
pay envelope and the pay check have burned the 
* Of the Chicago Bar. 


Unlimited Earnings and ‘Tax Evasion 


‘ By Bert Louts KLOOsTER * 








Bert Louis KLooster 


meaning of earnings into the soul of everyone who 
toils or gives his mental powers for a regular place 
on a payroll. 

What an individual earns as a reward for the work 
of his own hands and brain, however, is clearly dis- 
tinguishable from corporation income, which is what 
is left after all individuals have been paid their earn- 
ings for carrying on the work of the corporation. 
An individual’s personal endeavor brings him 
earnings, a corporation’s activities result in profits. 

Hard-headed business men poet- 
ically speak of “corporation earn- 
ings” and “earned surplus.” As a 
matter of fact, however, a corpora- 
tion gains but it never earns. All 
individual earnings have been com- 
pensated out of corporate income 
before reaching the resultant corpo- 
ration profits. Profits are therefore 
never earned, although in our 

scheme of society they are a per- 
fectly legitimate source of income. 
This distinction between earnings 
and profits has been noted by the 
Committee on Terminology of the 
American Institute of Accountants, 
which distinguishes earnings as 
what “is gained or merited by labor, 
service or performance,” from prof- 
its, which is’ “the gain resulting 
from the employment of capital in 
any undertaking.” Earnings result 
from one’s own labor, whereas 
profits result from the labor of 
others. 

The income tax law recognizes 
this distinction in two ways. First, it provides a 
lower tax rate on income of individuals than on in- 
come of corporations, for the income of individuals, 
being primarily earnings, bears a normal tax not ex- 
ceeding five per cent, whereas the income of cor- 
porations, always being profits, bears a tax of twelve 
per cent. Second, the tax law provides for individ- 
uals a special “earned income credit” of twenty-five 
per cent of the tax otherwise imposed on earnings. 


Evading Half of Tax on Profits 

A leather goods dealer, owning all the capital 
stock of his company, has two helpers whom he re- 
spectively pays $1,300 and $3,000 a year, with an 
extra employee just before Christmas. They do 
most of his work. A few salesmen at times sell for 
him on a straight commission basis. His corpora- 
tion makes annual profits of $25,000 all of which he 
withdraws as his personal salary, thereby completely 
escaping the corporation twelve per cent tax on prof- 
its. For several years he has successfully evaded 
corporation taxes without a word of reproach or 
remonstrance from the Internal Revenue Bureau. 
He is typical of thousands of others conducting busi- 
nesses of the same size or larger. 
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By taking profits out of a corporation as inflated 
salaries rather than as dividends, and paying thereon 
a tax of only five per cent (“normal” tax) instead of 
twelve per cent, a saving or an evasion of seven per 
cent is accomplished. 

Before noting the effect of such evasion on 
minority stockholders as well as on wage-earners 
and general prosperity, two or three preliminary 
matters should be considered. Technicalities of tax 
rates, here involved, can be disposed of quickly. In 
fact the accompanying “Tax Evasion Chart” tells the 
whole story. Dividends, which have previously been 
subjected to a twelve per cent tax as corporation 
profits, are not subject to individual normal taxes of 
five per cent. Dividends, however, along with all 
other income are subject to surtax. 


TAX EVASION CHART 
Total Corporation 


and Individual Tax Evaded 

Corpo- Taxes Thereon Percent Percent 

ration as as oO of Tax 
Profits Dividends Salaries Amount Profits Evaded 
$ 5000 $ 600 $ 17 $ 583 11.66% 97.17% 
10,000 1,200 101 1,099 10.99% 91.58% 
15,000 1,832 311 1,521 10.14% 83.02% 
20,000 2,528 619 1,909 9.55% 75.51% 
25,000 3,320 1,024 2,296 9.18% 69.16% 
30,000 4,208 1,489 2,719 9.06% 64.62% 
35,000 5,144 2,169 2,975 8.50% 57.83% 
40,000 6,128 2,909 3,219 8.05% 52.53% 
45,000 7,160 3,719 3,441 7.65% 48.06% 
50,000 8,240 4,589 3,651 7.30% 44.31% 
55,000 9,372 5,519 3,853 7.01% 41.11% 
60,000 10, 552 6,509 4, 043 6.74% 38.32% 
65,000 11,780 7,569 4, 211 6.48% 35.75% 
70,000 13,056 8,669 4, 387 6.27% 33.60% 
75,000 14,380 9,819 4561 6.08% 31.72% 
80,000 15,732 10,969 4,763 5.95% 30.28% 
85,000 17,124 12,169 4,955 5.83% 28.94% 


90,000 18,516 13,369 5,147 5.72% 27.80% 


95,000 19,944 14,569 5,375 5.66% 27.00% 
100,000 21,380 15,769 5,611 5.61% 26.24% 
150,000 36,060 28,269 7,791 5.19% 21.61% 


Next 

50,000 14,800 12,500 2,300 4.60% 15.54% 
200,000 50,860 40,769 10,091 5.04% 19.84% 
For higher incomes, percentages will 

approach but will always exceed. . 4.60% 15.54% 


The tax liability in the dividend column includes the corporation tax 
of 12% and the individual surtax on the remaining 88%. Total cor- 
poration profits are considered as sufficiently above $25,600 to elim- 
inate the exemption of $2,000. A minimum “earned income credit” of 


$5,000 and a personal exemption of $3,500 do not affect the computa- 
tion. 


The tax liability in the salary column includes the individual normal 
tax and surtax, an “earned income credit’? up to maximum of $30,000, 
and a personal exemption of $3,500. The first $4,000 of individual 
income above exemptions is taxable at 142%; the next $4,000 at 3%; 
and all further income at 5%. 


For profits of $5,000 to $200,000, the chart shows 
that the evasion of tax ranges between 11.66 per cent 
and 5.04 per cent of the profits. A convenient aver- 
age is seven per cent since that is the difference 
between the twelve per cent rate for corporations 
and the five per cent rate for individuals. 

In terms of taxes instead of profits, the chart 
shows that 97.17 per cent of the total tax is escaped 
at $5,000, while 19.84 per cent is escaped at $200,000. 
It is thus conservative to say by way of average that 
fifty per cent of the entire tax on profits is evaded by 
the inflated salary device. 

Such tax evasion is without penalty. To escape 
taxation by taking advantage of loopholes in the law 
is not considered wrongful, for any taxpayer has a 
right to use whatever legitimate means exist to min- 
imize his taxes. Even though evasion by some peo- 
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ple results in heavier tax burdens for others, such 
inequality is neither legally wrongful, nor a reason 
for considering the taxing statute invalid. Our Fed- 
eral Constitution does not prescribe equality in taxa- 
tion: the United States Supreme Court says, “The 
rule of equality inherent in all just taxation is purely 
a matter of legislative discretion.” Consequently, 
Congress alone can ease and equalize taxation. 


Unreasonable Allowance for Salaries 


The only restraint which Congress places on the 
withdrawal of salaries of corporate officer-directors 
is that such salaries must be reasonable. In comput- 
ing net income the law provides for corporations “a 
reasonable allowance for salaries or other compensa- 
tion for personal services actually rendered.” To 
prevent evasion of corporation taxes by salary infla- 
tion, no other safeguard is provided. 

Power to inquire into the reasonableness of com- 
pensation, especially where salaries withdrawn by 
stockholders are in proportion to their stockholdings, 
is lodged in the Bureau of Internal Revenue. In 
practice, however, such power is exercised irregu- 
larly or not at all. 

Mr. Brown and Mr. Green, who owned the capital 
stock of a storage battery company, drew salaries of 
$5,000 each and a ten per cent commission on gross 
sales, which for 1921 wiped out the profits of their 
corporation. That year they each received $17,347.88, 
and deserved it if anyone did, for they worked hard 
managing their own office as well as doing their own 
selling. A Revenue Agent thought the salaries un- 
reasonable and cut them down to $12,650 each. This 
action of the Revenue Agent was sustained both by 
the United States Board of Tax Appeals and by a 
United States Circuit Court of Appeals. In 1924 
Brown dropped out of the corporation. Green then 
managed the office and did most of the selling him- 
self. He expanded the business and deserved an 
increase in salary, but the Bureau insisted on the 
established precedent of $12,650. After a long, ex- 
pensive contention the Bureau finally allowed him a 
slight increase in salary. 

Mr. Green is thus forced to pay twelve per cent 
taxes while the above-mentioned leather goods 
dealer pays five per cent taxes. Mr. Green has been 
singled out as an object for the blind exercise of the 
Bureau’s power, and the real evaders of corporation 
taxes are not disturbed. 

The Bureau of Internal Revenue, however, de- 
serves no criticism in this situation. The Bureau has 
done its best to administer an incomplete law—one 
which fails to specify the standard by which to de- 
termine reasonableness. Both the powers and meth- 
ods available to the Bureau are inadequate to devise 
its own standards of reasonableness. 

Averaging the salaries of executives in the same 
kind of business does not provide a reliable standard. 
It would induce concertive tax evasion by further 
inflation of salaries, and this would automatically 
raise the average. Moreover, if high salaries be re- 
duced to the average allowance, why not raise low 
salaries up to that average? 

Testimony as to what constitutes a reasonable sal- 
ary is bound to be prejudiced, for witnesses would 
be officers of other corporations similarly situated, 
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and they would doubtless also practice salary infla- 
tion for tax evasion. 


Generally, the Bureau is obliged to rely on the 
amount which the board of directors of a corporation 
says is a reasonable salary. Since large stockholders 
are usually the officers and directors, they really de- 
cide on the amount of their own salaries. But if the 
minutes authorizing salaries appear to be regularly 
passed by the board, and there is nothing to indicate 
bad faith aside from the excessive salaries them- 
selves, the Bureau is.ordinarily obliged to acquiesce 
in considering such salaries as “reasonable.” Thus 
the question of reasonableness is entrusted to a 
board of directors and seems to depend on the size 
of a corporation. 


In 1920 there was pending before the Income Tax 
Unit in Washington the case of a certain silk hosiery 
company. Special relief was asked from excessive 
war profits taxes for the years 1917 and 1918. Pre- 
viously, a Revenue Agent had found that officers’ 
salaries were $18,000 in 1916, $60,000 in 1917 and 
$120,000 in 1918. The unreasonable portions of 
these salaries he disallowed—$42,000 for 1917 and 
$102,000 for 1918—permitting a deduction of only 
$18,000 for each of the years 1917 and 1918. The 
disallowed portions he rightly considered as divi- 
dends of profits, taxable at full corporation rates. 
The huge profits making such salaries possible were 
due to the increasing demand for silk stockings and 
not to skill of the corporation’s officers. However, 
the Bureau at Washington, after careful considera- 
tion, allowed the silk hosiery company to reduce its 
profits by all of the unearned salaries, and gave the 
corporation special relief besides! 


This case illustrates the accelerated pace at which 
salaries of corporate officer-directors mounted after 
income and profits taxes on corporations had reached 
substantial percentages beginning in 1917. Enor- 
mous bonuses paid last year by corporations to their 
officers were reported in the daily papers, in some 
instances such bonuses ranging as high as a million 
dollars to a single individual. 


In theory, the directors occupy a position of trust 
in relation to the stockholders, and the officers are 
likewise trustees who may be held accountable by 
law for the faithful stewardship of funds of the cor- 
poration and of the stockholders. But unhindered 
by suits of minority stockholders and influenced by 
easy tax reductions, salaries of officer-directors have 
strangely risen beyond all limits of faith and trust. 


For practical purposes therefore no legal restraint 
prevents evasion of corporation taxes through salary 
inflation. Since a standard for determining reason- 
ableness of salaries is badly needed, suggestions for 
a safe standard will be mentioned later. 


Minority Stockholders’ Complaint 


A Chicago manufacturer was advised that the sal- 
ary he was taking as president of his corporation was 
low, and that by raising his salary he could avoid 
paying any corporation taxes. But he refused to 
raise his salary. “I am drawing,” he said, “what I 
would pay someone else to do the job for me. If I 
put all the profits into my salary I would be cheating 
the United States Government and stealing the divi- 
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dends from the boys who invested their savings 
with me.” 

Knowing that the corporation tax on profits is be- 
ing freely evaded, many business men like this Chi- 
cago manufacturer, nevertheless, prefer to pay it. 
Others, however, who would be perfectly willing to 
pay the corporation tax if it were properly enforced 
against all corporations, refuse to pay more than the 
evaders and so feel that they too must join the 
evaders. 

Where one person controls the stock of a corpora- 
tion, he can pad his salary as president and save 
seven per cent in income taxes. Where two or three 
people control the stock, they can sometimes juggle 
profits between dividends and salaries to save seven 
per cent on as much profit as possible. But, in those 
corporations where the owners of stock do not clas- 
sify profits as salaries, their profits bear the twelve 
per cent tax. Some thus pay twelve per cent taxes, 
others five per cent. The inequality is obvious. 

In large corporations with many stockholders, the 
few majority stockholders often use the same in- 
flated salary device to reduce income taxes. Con- 
trolling the directorate, they become officers and vote 
themselves huge salaries. Since salaries are deducti- 
ble in computing the corporation’s taxable income, 
both taxable income and the tax thereon are de- 
creased to a remarkable extent. But the artificial 
reduction in profits reduces the dividends of all 
stockholders. Minority stockholders are thus de- 
prived of part of their share of the profits by such 
unearned salary payments. Their share of profits, 
already depleted by enormous salary inroads of the 
officers, is subject to a twelve per cent tax before 
being paid as dividends. But the officer-directors 
who receive much more than their rightful share of 
the profits are further favored in being allowed to 
pay a five per cent normal tax instead of twelve per 
cent on all profits which exceed their share. 

Suits to enforce officers to account are too ex- 
pensive for average minority stockholders. Hereto- 
fore they have had faith in human nature, but now 
they are ready to abandon their credulity. Although 
not a majority from the standpoint of stockholdings, 
these minority stockholders are the majority from 
the standpoint of electing our lawmakers. They will 
insist on corrected laws. 

Blue sky laws may be revised to require salaries 
of corporate officers to be plainly stated on shares of 
stock dealt in on stock exchanges. A change in the 
income tax law which will relieve abuses to minority 
stockholders will be considered after viewing the 
matter from other angles. 


Effect Upon Wage-Earners 


Although most wage-earners do not themselves 
file returns, both their earning power and their buy- 
ing power are nevertheless affected by the income 
tax. Their earnings necessarily are dependent on 
corporation profits. If the books of the employer 
corporation fail to show profits, one of two things is 
bound to happen to wage-earners: they either lose 
their jobs, or receive less pay. Both things may 
occur together, for wage-earners who are reduced to 
part-time employment, in part lose their jobs and re- 
ceive much less pay. 
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Tax evasion of the inflated salary type hurts wage- 
earners by making corporation profits appear to be 
less than they really are. Where director-officers of 
corporations remove profits as salaries, such salaries 
appear as administrative expenses which are de- 
ducted from the income of corporations. Suppose 
for illustration that an executive giving services 
worth $10,000 a year, pays himself a salary of 
$200,000 a year. Profits then appear to be $190,000 
less than they really are and to that extent seem to 
be insufficient for bonus awards or for salary in- 
creases deserved by employees. When profits de- 
cline in a poor year, payrolls are reduced before the 
inflation is taken out of the chief executive’s salary. 


National Prosperity Undermined 
Tax evasion by salary inflation undermines na- 


tional prosperity. It is related to high interest rates | 


which are recognized as a cause of the business de- 
pression, it diminishes national buying power, and it 
engenders a harmful psychology of business. 


The English economist, John Maynard Keynes, 
states that the business slump is due in part at least 
to exceedingly high rates of interest, higher than 
ever before experienced in the history of the world. 
Capital receives a return either by way of interest 
or dividends. Increasing the dividend rate has about 
the same effect as increasing the interest rate, for in 
either manner the return on capital is enhanced. 
There is, however, no fault with the dividend rate as 
such. It is the secret dividend, hidden in the inflated 
salaries of corporate officer-directors, which should 
cause concern. 


If Smith lends his money to Jones who undertakes 
a business venture with it, all Smith gets for his 
money is interest. If, however, Smith assumes to 
engage in that business himself, does no work but 
takes the title of president and employs Jones to do 
the work, then Smith receives both dividends and an 
unearned salary. The double return by the dividend- 
salary method would tend to supplant the interest 
method entirely, were it not for the increase in inter- 
est rates. Consequently, high interest rates may in 
part result from salary inflation by officer-directors. 

It is quite generally believed that large corpora- 
tion taxes exercise a depressing effect on business. 
A closer analysis of the situation might disclose that 
the depressing effect is due, not to large corporation 
taxes, but to the method of escaping | from them by 


means of inflated salaries. 


The fact that national buying power is diminished 
in the course of this sort of tax evasion, is evident. 
Minority stockholders are deprived of some of their 
profits which would have gone for purchases. The 
reduced income of wage-earners occasioned by 
falsely-stated corporation profits, likewise deprives a 
multitude of consumers of part of their purchasing 
power. The effect on prosperity is obvious. 


The false psychology of business, that national 
pretense that profits are much less than they really 
are, hinders the restoration of prosperity. But how 
can this national deception be overcome, when the 
income tax law supplies potent reasons for its con- 
tinuance? This law may be a more significant de- 
pression factor than we realize. 
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“Earned Income Credit” 


The present income tax law in permitting un- 
earned income to escape half of its proper taxes is 
detrimental to minority stockholders, to wage- 
earners, and to national prosperity. The law should 
be changed. However, before considering what 
change would remedy such tax evasion, there should 
be considered the effect of this “earned income 
credit” which the present law allows. 

This credit operates as a twenty-five per cent re- 
duction in the normal tax and surtax due on earned 
income. It considers earnings as not less than $5,000 
and not more than $30,000. Dividends are automat- 
ically excluded from the computation of this credit. 
But all other unearned income below $5,000 is not 
distinguished from earned income. 

-Whether earned or not, the first $5,000 of every 
individual’s income is considered as earned income. 
Nevertheless, the earned income credit may be said 
to benefit earnings because it reduces the rate of tax 
on income of individuals but does not reduce the rate 
on unearned income of corporations. For lower in- 
comes, however, the same benefit could more effi- 
ciently be accomplished by directly reducing the 
individual tax rate without making a second com- 
putation to ascertain the earned income credit. 

Since the great majority of individuals earn less 
than $5,000 a year, earnings receive their greatest 
benefit through the minimum allowance for earned 
income, and even at that point unearned income re- 
ceives considerable benefit. As we leave the $5,000 
limit and move toward the $30,000 limit, we find that 
the benefit to earned income rapidly diminishes and 
that the benefit to unearned income just as rapidly 
increases. There is no definite standard for limiting 
earnings so that here, just as for “reasonable” sal- 
aries, the law permits officer-directors of corpora- 
tions to fix their own earnings. Such individuals, 
except for the partial profits which they allow to 
minority stockholders, seldom recognize any bound- 
ary for earnings short of exhaustion of corporation 
profits. At $30,000 the earned income credit is of 
negligible value to earnings, and profits have all the 
advantage. Profits withdrawn from corporations as 
exorbitant salaries, escape the twelve per cent cor- 
poration tax and then enjoy a twenty-five per cent 
reduction in the five per cent individual normal tax 
applied in lieu thereof. 

In some cases unearned income is exciuded from 
benefits of the earned income credit. But any merit 
for this partial exclusion is more than offset by the 
unjust benefits to unearned income. Moreover, the 
allowance of the earned income credit for some un- 
earned income, and its disallowance for other un- 
earned income, works a hardship upon excluded 
taxpayers. 

Since earned income benefits to a large extent 
from this credit, and since a decrease in tax rates on 
the first $8,000 of income (in excess of personal ex- 
emptions and credits) would more easily and effi- 
ciently relieve earned incomes, the “earned income 
credit” is undesirable and should be abolished. 


Highest Limit of Earnings 


Faulty though the earned income credit may be, 
it nevertheless reveals the principle by which we 
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may hope to remedy evasion of the twelve per cent 
tax on corporation profits, and do away with the 
many undesirable effects of such evasion. That 
principle is the limitation of earnings for purposes of 
taxation. 


Many thousands of employers in our country set 
their own salaries as high as possible to reduce their 
income taxes without regard to their true earnings. 
Why cannot they be subject to some standard for 
determining the limit of their earnings in order to 
measure what additional income should be taxed as 
profits? Limits for earnings must necessarily be set 
by someone other than the one who receives the 
income. What a world this would be if everyone 
decided on the amount of his own earnings! Some- 
one else must be the judge, especially where, as in 
income tax matters, very different results occur by 
drawing the line between salary and profits at the 
wrong, instead of the right place. 


The present law in providing that earnings may 
not exceed $30,000, has arbitrarily fixed a maximum 
limit for earnings. Having been established by Con- 
gress after careful deliberation, it may be presumed 
to be quite accurate. Even the minimum allowance 
is too high, and no doubt the same generosity 
prompted the fixing of a maximum limit, which was 
$10,000 in 1924 and lingered at the intermediate 
mark of $20,000 before it was finally raised to the 
present limit of $30,000. The maximum is certainly 
not too low. And if it is too high, there is no great 
harm in considering $30,000 as the proper limit until 
it is lowered by subsequent Congresses. 


Can a man ever earn a Salary in excess of $30,000? 
Large corporations themselves emphatically answer 
this question in the negative. Capable technical 
workers, as well as others, are hired at astonishingly 
low salaries when such salaries are compared with 
sums which are paid to corporation officers. The 
rule seems to be: salaries in excess of $30,000 are 
never paid to anyone who is not a stockholder in the 
paying corporation. The earning standards for indi- 
viduals who are not identified as substantial stock- 
holders of the employer corporation, are generally 
quite a distance below the theoretical high mark of 
$30,000. 

But some employees do receive higher salaries 
than $30,000. A sales-manager who receives a com- 
pensation of $100,000 per annum of course may be 
justly entitled to this sum, but for income tax pur- 
poses the question should be: what portion is earned 
and what portion is a share in the profits of his firm’s 
business? Inasmuch as he is paid for organizing and 
directing sales made by others—perhaps by an over- 
riding commission—his income, due to the work of 
others, is clearly in the nature of profits to the same 
extent as other corporation profits resulting from 
sales. His personal endeavors measure whether he 
earns $30,000 or a smaller sum, and all further in- 
come represents profits from the business he has 
conducted. 


The idea that a man earns compensation for the 
work he tells another man to do, is odd. Of course 
there must be some reason for the idea, but there is 
also a tendency to confuse earnings and profits. 
Sagacity and skill in organizing the work of others 
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can augment business income, but the increase is 
generally profits rather than earnings, and the obvi- 
ous truth is that every man is limited in the number 
of men he is physically able to direct. Lieutenants 
relay an executive’s orders to others, and the bigger 
the business the more numerous must be the relay- 
ing force. If the business is very large, the chief 
executive’s work often becomes mere psychological 
inspiration. He gives orders for the most part in 
theory only. He draws his salary whether he is at 
his desk, at the golf links, or wintering in Palm 
Beach. And in the larger businesses he is so far out 
of touch with the detailed jobs, that in reality a 
minor executive has observed the crisis and of his 
own volition issued the proper order, before the chief 
executive in the usual situation could possibly know 
what was going on. 


Judged by the wage standards which corporations 
themselves set, as well as by the actual labor re- 
quired of and performed by higher-paid executives 
(as distinguished from organizing and financing 
which are functions of capital, paid by an investment 
return on capital), it is not likely that anyone earns 
more than $30,000 a year. This conclusion does not, 
however, disparage the right to receive income 
above that sum or to a just return on one’s invest- 
ment. The fact that earnings may not exceed 
$30,000 merely means that if earnings claimed are in 
excess of $30,000 such excess should be taxed as 
profits rather than earnings. 


Proposed Seven Per Cent Equalizer 


All we need is a small change in the law to give 
effect to the foregoing principle that earnings for tax 
purposes should be limited, which principle the 
earned income credit recognizes but fails to apply. 
As the simplest method of vitalizing that principle, 
a Seven Per Cent Equalizer is suggested. Such an 
F.qualizer would replace the “earned income credit” 
by an “unearned income debit.” It would equalize 
the tax on profits by causing profits masquerading 
as salaries and now escaping the twelve per cent tax, 
to add seven per cent to the five per cent now 
imposed. 

Such an Equalizer could function without a stand- 
ard for measuring earnings below $30,000, using only 
this uppermost boundary already established. The 
suggested Seven Per Cent Equalizer would then be 
applied only to all salaries claimed as earnings in 
excess of $30,000. Stopping there, indeed, the law 
would do much good. However, so much more good 
could be accomplished by applying the Seven Per 
Cent Equalizer to unearned income cases in which 
earnings range between $5,000 and $30,000 that a 
definite standard for earnings below $30,000 should 
be established. 


It should be observed that such a standard is 
necessary in only one situation, and that is where as 
proprietor or partner of a business, or as officer- 
director of a corporation, a man virtually fixes his 
own salary. The salary of disinterested employees 
and the fees for services of professional men would 
automatically measure their earnings and such tax- 
payers would not be subject to the earning standard 
save that their earnings may not exceed $30,000. 
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It is suggested that a satisfactory standard might 
be established by giving consideration to two fac- 
tors: First, the number of individuals benefitting 
from the executive’s supervision and business direc- 
tion; and second, the time which an executive de- 
votes to his work. With regard to the first factor, 
it may be assumed that a man is capable of giving 
direct attention and supervision to not more than 
fifty individuals, or indirect attention and supervi- 
sion to not more than five hundred individuals. 
From $5,000 to $30,000, the increase from the lowest 
to the highest limit for earned income is $25,000. 
Each of fifty directly supervised individuals would 
increase a2 man’s earned income allowance by $500 
to make the total of $25,000. In the case of in- 
directly supervised employees, each of the five hun- 
dred would add $50 to the allowance to make the 
total of $25,000. 

By reference to such a standard, the president of a 
corporation employing three hundred individuals, 
would compute his earned income allowance as 
follows: 

For his minimum allowance..................... $ 5,000 
For five individuals under his direct supervision 

(his stenographer, and the treasurer, vice- 

president, office manager and sales manager) 

he nonnalh-:uaM OE ee, 2,500 
For remaining 294 employees of corporation un- 

der his indirect supervision at $50 each........ __ 14,700 


Total earned income allowance for president $22,200 
The treasurer of the same company with fifteen 
people under his direct supervision and fifty-six 
under his indirect supervision would compute his 
earned income allowance in this way: 


For his.minimum allowance...................... $5,000 
For fifteen directly supervised at $500 each....... 7,500 
For fifty-six indirectly supervised at $50 each.... 2,800 


Total earned income allowance for treasurer $15,300 


That explains the first factor, namely the number 
of individuals benefitting from the supervision and 
business direction of the taxpayer who claims an 
earned income allowance above $5,000. 

The second factor for the suggested standard, 
namely the time element, is also quite simply 
provided for. Assuming that 240 full working days 
constitute a year’s work, then if an officer of a ccrpora- 
tion gave only half that time he would receive only 
half of his earned income allowance. In the above 
illustration if the president worked only 200 days 
instead of 240, his earned income allowance would 
be $18,500 instead of $22,200. And if the treasurer 
noted above worked only 160 days, his allowance 
would be only $10,200 instead of $15,300. Then ‘all 
sums claimed as salary or compensation in excess of 
the earned income allowance (whether such allow- 
ance be $30,000, or $22,200, or $18,500, or $15,300, or 
$10,200, or only $5,000) would be subject to the 
Seven Per Cent Equalizer to correct the tax on 
profits. 

The established limitation of $30,000, already ex- 
plained, would prevent the earned income allowance 
from exceeding that sum for officers of larger cor- 
porations. Of course, salaries of any amount might 
still be paid, but the Equalizer would determine how 
much should be taxed as earnings and how much as 
profits. The income tax on profits would then truly be 
equalized, for profits would then bear the same rate 
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of tax regardless of whether withdrawn as salaries or 
dividends. 

The salutary effects of the law might be further 
enhanced by permitting an executive to use a smaller 
number of working days, say 210 instead of 240, as 
constituting a year’s work, provided the smaller 
number of days was the standard in effect in his own 
establishment among all of his own employees. 

The suggested Seven Per Cent Equalizer would 
not further complicate the income tax. It would uti- 
lize the space on the individual tax return now de- 
voted to the “earned income credit.” As already 
stated, it could be adopted with or without a stand- 
ard for limiting earnings, such a standard if adopted 
to be applied only in cases where a person virtually 
sets his own salary. The number of employees 
could be the basis for the standard without consider- 
ing the time an executive devoted to his work. But 
the Equalizer and standard as suggested seem to be 
preferable. If adopted they might be later amended 
to perfect them in whatever way might appear 
desirable. 


Propriety of Seven Per Cent Rate 


As already observed the rate of seven per cent 
suggested for the Equalizer represents the difference 
between the five per cent normal tax on individuals 
and the twelve per cent tax on corporations. The 
Tax Evasion Chart already discussed, indicates that 
below approximately $50,000, an income requires 
more than seven per cent to equalize the tax on prof- 
its; whereas higher incomes would require less than 
a seven per cent rate. 

Inasmuch as a lower rate of tax for smaller in- 
comes is the settled policy of our law, in equalizing 
taxes on smaller incomes the rate should not be 
higher than seven per cent, even though that rate 
does not effect complete equalization. 

On incomes above $50,000 the rate should not be 
reduced below seven per cent for two reasons. First, 
the Equalizer, by causing slightly higher taxes by 
the salary method than by the dividend method of 
withdrawing corporation profits, would induce re- 
ductions in salaries. As a result corporation profits 
would be stated more correctly and larger dividends 
would be payable to minority stockholders. A lower 
rate than seven per cent would not benefit minority 
stockholders. Second, if inflated salaries are not re- 
duced, they should not only bear a rate sufficient to 
equalize the tax on hidden profits, but should also 
pay what the government loses in taxation of profits 
which would otherwise be received by minority 
stockholders. The slightly higher tax which the 
Seven Per cent Equalizer would impose for tax eva- 
sion, would help to compensate for the loss of 
revenue from minority stockholders. The rate of 
seven per cent thus appears as the logical rate for an 
Equalizer. 


Benefits of Seven Per Cent Equalizer 


The Seven Per Cent Equalizer above described, 
should be adopted for some or all of the following 
reasons : 

1. It will stop an insidious kind of tax evasion. 


2. It will provide revenue to reduce the national 
deficit. 
(Continued on page 418) 
















































































































































































































































































































































































































































































































































































gether with changing economic conditions, has 

focused attention in many states on the necessity 
of tax revision. Oklahoma, along with a large number 
of other states, has derived its principal revenue from 
the taxation of property values through an ad 
valorem tax. During the early history of our coun- 
try every man of wealth owned land, hence a tax on 
the value of land was a fairly representative tax. 
At present, the ownership of land is much less im- 
portant, and much wealth is in- 
vested in property of an intangible 
nature which is difficult to tax on 
an ad valorem basis because easily 
concealed. The result has been 
that an increasingly greater share 
of the tax burden has been shifted 
to the land owner. 

To cure this evil a number of 
remedies have been suggested, 
principally the increase of license 
taxes on corporations and the 
enactment of state income tax laws. 
The 1931 Oklahoma legislature 
made a number of changes in the 
tax system of the State for the pur- 
pose of equalizing the tax burden 
and relieving the land owner. 
Whether this objective really has 
been accomplished can not yet be 
stated. The main features of the 
state tax system now in effect will 
be discussed. 


TT ect mounting cost of state government, to- 


Tax Administration Centralized 


An important change in the 
1931 legislative program was the 
formation of a State Tax Commission? for the 
centralization of the functions of assessment and 
collection of taxes. The commission is vested with 
the power to assess the property of all railroad 
and public service corporations and to adjust and 
equalize the value of all real and personal property 
of the several counties. The State Board of Equali- 
zation, in which those powers were formerly vested 
now becomes merely a board of review. On the 
commission also devolves the duty of computing and 
collecting all license, franchise, revenue, excise, in- 
come, inheritance, stamp, registration and produc- 
tion taxes. These were formerly collected by several 
separate bureaus. The commission now collects 
practically all taxes except ad valorem taxes which 
are collected by the counties. 


Corporation Entrance Fee 


Corporations may be incorporated in the State of 
Oklahoma for a period of 20 years? or less upon 
the payment of a fee of $1.00 per $1,000 on the 
authorized capital stock,’ plus $2.00 incidental fees. 


*Certified Public Accountant, Tulsa, Okla. 
3%. 1931, H. B. 2 


2C. S. 1921, 5290 as amended by L. 1927, ¢. 41. 
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Charters may be renewed for a second 20 year pe- 
riod for a fee of 10 cents per $1,000.00 on the author- 
ized capital stock. Foreign corporations may be 
admitted to the State for the transaction of business 
on the payment of $1.00 per $1,000 of the maximum 
amount of capital they expect to invest in the state. 
An affidavit is required each year showing the 
amount of capital actually employed in the preced- 
ing year, together with the fee for any excess capital 
over the original declaration. 


Corporation License Fee 

On April 1, 1931 a new license 
tax law‘ went into effect taxing 
domestic and foreign corporations 
on the same basis. This law was 
passed as a substitute for the 1927 
law which has declared unconsti- 
tutional as regards foreign corpo- 
rations® because domestic and 
foreign companies were taxed on 
a different basis. 

As the law now stands, every 
business corporation for profit, ex- 
cept banks, building and loan, and 
insurance companies, is taxed an- 
nually at the rate of $1.00 per 
thousand on the value of its capital 
employed in the State of Oklahoma. 
The measure of the tax is the value 
of capital invested in the State and 
has no relation to authorized capi- 
tal stock. 

The filing of a return under the 
new law is more complicated than 
under the old. It requires first a 
valuation of all assets of the cor- 
poration at their fair market value, which will 
seldom be the book value. This includes all 
producing oil and gas properties. The former 
law exempted assets upon which a gross pro- 
duction tax was paid, but the present law contains 
no such exemption. A segregation of business 
done, Or gross income, must also be made between 
Oklahoma and other states, and the Oklahoma busi- 
ness must be divided between intrastate business and 
that resulting from interstate commerce. The capi- 
tal employed in Oklahoma is then presumed by the 
law to be that proportion of the whole value deter- 
mined above, less liabilities, which the assets in 
Oklahoma plus intrastate business in Oklahoma 
bears to the total assets plus the total business done. 


The minimum fee under the act is $25.00 and the 
maximum is $10,000.00. The act provides a remedy 
for erroneous assessments in that the tax may be 
paid under protest and suit brought in a court of 
competent jurisdiction, within 30 days. 











3C. S. 1921, 6476. 
*L. 1931, H. B. 124. 
5 Sneed v. Shaeffer O. & R. Co., 35 Fed. (2nd) 21. 
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Ad Valorem Tax 

The Oklahoma ad valorem tax ° is a tax upon the 
value of all property real and personal, tangible and 
intangible, owned by individuals, partnerships or 
corporations in the State, not subject to a special tax 
in lieu thereof. Bonds, mortgages, money, motor 
vehicles, mines, oil and gas wells, cotton gins, and 
telegraph properties are all subject to special taxes 
in lieu of ad valorem tax. 

Property is assessed for taxation at its value on 
January Ist of each year and a return thereof must 
be filed with the County Assessor of the County in 
which the property is situated before May 15th. In- 
dividuals are assessed upon specific items of prop- 
erty but the law provides that corporations shall be 
assessed upon the value of their moneyed capital’ 
in the State. The moneyed capital of a corporation 
has been construed by the courts to be the total 
value of all of its assets, tangible and intangible ® 
and is not its capital stock. This moneyed capital 
must be apportioned among the counties in which 
the assets are situated. While the law requires prop- 
erty to be assessed at full value, in practice it is 
assessed at about 40 per cent of its actual value. 
Property can not be legally assessed at a greater 
percentage of its actual value than is similar prop- 
erty in the same locality. Since the laws of Okla- 
homa do not provide for the separate taxation of 
leasehold estates, capital invested in non-producing 
leases and royalties is not subject to assessment.® 

Railroads and public service corporations are not 
assessed by the County Assessors but by the State 
Tax Commission with the approval of the State 
Board of Equalization. 

The rate of tax is determined by multiplying the 
legal and necessary levy for each purpose, such as 
state, county, city and schools, by the total assessed 
valuation of the jurisdiction. The average total rate 
for the state has been in the past about $4.50 per 
$100.00 of assessed valuation. Any taxpayer may 
file a protest with the county clerk or state auditor 
within 40 days after the levies are set by the County 
Excise Board as to any levy which he considers 
illegal. If the excise board overrules the protest, 
appeal may be taken to the Court of Tax Review 
five days before the first Monday in October. Ap- 
peals may be taken from the Court of Tax Review to 
the State Supreme Court by filing notice of appeal 
with the state auditor within 10 days, followed by 
transcript of trial and petition in error. All inter- 
ested taxpayers are made parties to suits before the 
Court of Tax Review and if a levy is finally declared 
illegal, the County Clerk must within 30 days pub- 
lish notice thereof and the County Treasurer must 
refund the tax paid thereon to all taxpayers present- 
ing their tax receipts.’® 

The County Assessor may within 3 years increase 
any assessment rendered to him upon giving due no- 
tice, and the taxpayer may appear before the County 
Board of Equalization to show cause why property 
should not be so assessed. An appeal may be taken 
to the District Court within 30 days after adjourn- 

®C. S. 1921, 9583 et seq. 

7C. S. 1921; 9606. L. 1925, 

8 State v. Cushing Gro. Co. ovis) 274 Pac. 876 7. cases cited. 


®In Re I. i. Ge Sm, ? Okla. 307, 142 Pac. 997. 
10 Tnitiative Petition 100: , 95t, FF. DB. F739. 
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ment of the Board, upon filing a transcript of the 
proceedings and serving notice on the County Treas- 
urer, and further appeal may be had to the Supreme 
Court." Where the assessor increases an assess- 
ment without timely notice, the remedy is to pay the 
tax under protest and bring suit to recover.’? 

The Board of County Commissioners may correct 
errors made in assessments, in preparing the tax 
rolls, or in the description of land, before taxes are 
paid, upon application of any person who shows 
good cause for failure to appear before the Board of 
Equalization. This applies to assessments against 
persons not owning the property, property exempt 
from taxation, and property assessed more than once 
in the same year. Also, if a tax is paid under a mis- 
take of fact, the Board of County Commissioners 
may refund same within one year after payment.'® 

The Board of County Commissioners may employ 
a person, known as a tax ferret, whose duty is to 
discover and list omitted property. The tax ferret 
has no power to revalue or reassess property which 
has already been assessed.** Notice must be given 
the taxpayer of the proposed assessment of omitted 
property and an opportunity for a hearing before 
the County Treasurer afforded. Within 10 days 
from the refusal of the County Treasurer to cancel 
the proposed assessment, appeal may be taken to the 
County Court, by giving notice thereof and filing an 
appeal bond. Further appeal may be taken to the 
Supreme Court within 60 days from the final judg- 
ment of the County Court. 


Income Tax 

Oklahoma has had an income tax on individuals 
for a number of years, but on April 4, 1931 a new law 
went into effect greatly increasing rates and extend- 
ing the tax to corporations and fiduciaries. The 
purpose of the law is stated to be “to provide for the 
reduction of the rate of ad valorem taxation through- 
out the State.”?> The Oklahoma law is unique in 
that it is the first state to impose an income tax upon 
corporations in addition to a franchise tax. Several 
states impose income taxes on corporations 7° but all 
are in lieu of franchise taxes. 

The rate of tax varies from 2 per cent on the first 
$10,000 of taxable income up to 5 per cent on all 
income in excess of $100,000. Specific exemptions 
are allowed of $750 for a single individual, $1,500 if 
married, and $750 for each dependent. No exemp- 
tion is granted to corporations. 

Tax free income includes proceeds of life insur- 
ance policies, gifts, interest on U.S. and State bonds, 
U. S. salaries, payments for personal injuries, and 
dividends received from corporations paying Okla- 
homa income tax. Also, any income earned outside 
of Oklahoma or in interstate commerce is not taxed. 
It is therefore to the advantage of Oklahoma tax- 
payers to keep a careful segregation of their intra- 
state and out of state business. 

Deductions include that portion of business ex- 
penses, interest, taxes, losses, contributions, deple- 
tion and depreciation am applies to Oklahoma 


*¢. S. 1921, 9966. 
12 Hays v. Bonaparte, 129 Okla. 258, 264 Pac. 605. 
13 C, of 1921, 9648, 9674. 
14 State v. Cushing _ Co., (8) supra. 
#T. 1931, H. B. 
16 Conn., Mass., cam. N. Y., N. Car., N. Dak., Vir., & Wis. 
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income, Depletion, as provided for in the act,’ is 
limited to 2714 per cent of gross income from the 
property, not to exceed 50 per cent of net income. 
No provision is made for depletion of cost which in 
many cases will exceed the above percentage allow- 
ances. The Federal law provides for the allowance 
of depletion of cost in any case where it exceeds the 
percentage allowance. It is submitted that inasmuch 
as the Oklahoma law places a tax on income, the 
tax commission can be required to allow depletion of 
cost, even though not provided for specifically in the 
act. To refuse to allow the return of the cost of the 
oil property ratably as depletion would be to place 
a tax on capital, a result not intended by the 
legislature. 

Returns are due to the State Tax Commission on 
March 15th of each year from all corporations and 
from each individual with a net income of $750 if 
single, $1,500 if married, or with $2,500 gross income. 
Information returns are required from all persons 
making payments to Oklahoma taxpayers of $500 
or more. In addition, the State Tax Commission has 
access to the Federal income tax returns, so it ap- 
pears it should be possible for the commission to set 
up the proper machinery to enforce the law. If the 
law is properly enforced many individuals, because 
of the small exemption allowed, will pay income tax 
who have never paid before. 

The State Tax Commission is given authority to 
refund overpayments of tax within two years after 
the return is filed. Taxes may also be paid under 
protest and suit brought in the courts. 


Bond and Mortgage Tax 


Any owner of bonds or notes in Oklahoma of more 
than eight months duration may take them to the 
County Treasurer and have them registered by pay- 
ing a tax amounting to 4/10 of 1 percent per an- 
num.** Owners of Oklahoma mortgages shall 
register them with the County Treasurer and pay a 
tax of 2 cents per $100 per annum, with a maximum 
of 10 cents per $100.*° Bonds and notes can not be 
introduced as evidence in State Courts until the tax 
is paid. Mortgages can not be recorded nor sued 
upon until the tax is paid. Both of these taxes are 
in lieu of ad valorem taxation. 


Money and Credits Tax 


The money and credits tax was passed in 1927 7° 
to re-enact the former act, declared unconstitutional 
by the Supreme Court." The present act has been 
upheld by the courts.?? This law levies a tax of 1/5 
of 1 per cent on all money on hand or on deposit on 
the first day of January each year and is in lieu of 
ad valorem tax. 


Gross Production and Gross Receipts Taxes 


All asphalt, lead, zinc, gold, silver and copper 
mines, oil and gas wells,?* cotton gins,* telegraph, 
car and navigation companies ** pay a gross produc- 
tion or gross receipts tax in lieu of ad valorem tax. 


uL. 1931, H. B. 480, 6 (f). 

%C. S. 1921, 9608-9613. 

%C. S. 1921, 9585-9593. 

2. 1927, c. 72. 

2In Re Jas. A. Shirley (1926) 122 Okla. 109, 251 Pac. 736. 

2 Smiley v. Smith, 58 Okla. App. 87, 298 Pac. 263, and cases cited. 


ae 1921, 9814-9821, as amended by L. 1925, c. 20 and L. 1931, 


™I. 1927, «. 111. 
%C. S. 1921, 9976-9985. 
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Mines are taxed at the rate of %4 of 1 per cent on 
the gross value of their product; oil and gas wells at 
3 per cent; cotton gins at 1/10 of 1 per cent; and 
telegraph, navigation and car companies at 4 per cent. 

In the case of oil and gas wells, the tax is paid 
monthly by the purchaser of the product. Mines 
and cotton gins pay quarterly, while telegraph and 
car companies pay annually. Telegraph and car 
companies are taxed on intrastate business only, all 
out of state and interstate earnings being non- 
taxable. 


Auto License Tax 

An annual license fee is imposed upon all motor- 
cycles, automobiles, buses and trucks, in lieu of ad 
valorem tax, at the following rates; autos, based on 
list price, $12.50 for first $500, $1.50 for each addi- 
tional $100, with 20 per cent reduction each year for 
3 years, $8.00 minimum; motor carriers, $15.00 for 
first 1,500 pounds capacity up to $300.00 for 8,000 
pounds or over. 

Vehicles listed for the first time in the State after 
April lst pay % of the annual tax, after July Ist, %, 
and after October Ist, 1%. Foreign owned cars may 
operate in the State 60 days by reciprocity, after 
which they must obtain an Oklahoma license.”® 


Gasoline Tax 


A tax of 5 cents per gallon is levied on each gallon 
of motor fuel sold or used within Oklahoma until 
July 1, 1932, after which date the tax shall be 4 cents 
per gallon.” The tax is in addition to other taxes 
and was originally for highway construction. One 
cent goes to the County highway funds, three cents 
to the state highway fund, and the remaining one 
cent, in effect to July 1, 1932, is for furnishing free 
seed and other relief to the citizens of the State 
suffering as a result of the drought of 1930. 

The tax is payable monthly by the distributor. 
Gasoline used in farm tractors and in interstate com- 
merce is exempt from tax. The State Tax Commis- 
sion has the power to refund overpayments. The tax 
may also be paid under protest and suit brought in 
the courts. 

Motor Carriers Tax 

Motor carriers in Oklahoma are assessed a tax, in 
addition to other taxes, for the use of the state high- 
ways.”* For the purpose of this tax, carriers are 
divided into Class A, those operating as common 
carriers over regular routes, Class B, those operating 
as common carriers but not over regular routes, and 
Class C, private carriers hauling their own merchan- 
dise and charging such transportation to the 
customer. 

The rates of tax are as follows: Class A passenger 
carriers, from 3 mills per mile for 7 passengers 
capacity or less to 15 mills per mile for 37 passengers 
or more; Class A freight carriers, $17.50 per annum 
for 2,000 pounds capacity or less up to $500.00 for 
10,000 pounds or more, together with 2/5 cent per 
mile; Class B passenger carriers, $25.00 per annum 
and % cent per mile for 7 passengers capacity or 
less up to $100.00 and 1 cent per mile for 25 passen- 


(Continued on page 416) 
2 C. S. Sup. ~  : egtiecoeeee L. 1929, c. 254. 


7L. 1931, H. B 
%L. 1929, c. 253. 
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Troy, New York, Installs Model 
Public Works Procedure 


Waste of public funds is largely responsible for high local taxes, which are bearing so heavily upon the public 
in this period of reduced profits and incomes. Organizations which are endeavoring to encourage busi- 
nesslike practices in the administration of public enterprises deserve public commendation and 
cooperation by all taxpayers. This article describes a demonstration installation of 
the records and cost system for public works departments proposed by the 
Committee on Uniform Street Sanitation Records. 


has installed in its public works department a 

system of records and administrative methods 
which make it a pioneer in American city govern- 
ment. Not only do these new methods make pos- 
sible the furnishing of Troy taxpayers with a more 
efficient administration, but the installation is prov- 
ing a model for other cities throughout the country. 


D ites ins the past few months the city of Troy 


Troy Selected as Demonstration City 


This records and accounting installation was made 
in Troy without cost to the city. It was selected by 
the Committee on Uniform Street Sanitation Rec- 
ords as one of five cities for demonstrating how its 
proposals work in actual practice. Troy proved an 
ideal city for such a demonstration, because of its 
location, size, topography, excellent public works 
organization, and because it is conducting all activi- 
ties covered by the Committee. Mayor C. F. Burns, 
Commissioner of Public Works A. E. Roche, Deputy 
Commissioner P. J. Lahey, and other public works 
officials not only welcomed the installation but gave 
generously of their time and effort. It is due very 
largely to their splendid support that the installation 
is a real success. 

A manual describing this installation in Troy is 
under preparation and will be distributed to seven 
hundred other cities throughout this country and 
abroad. These cities will be urged to adopt the prac- 
tices described in this manual so that the Troy meth- 
ods thereby become an international model. 


Other Cities Adopting Troy System 


Two manuals describing installations in smaller 
cities have already been published; namely, Bruns- 
wick, Georgia, and Kenosha, Wisconsin. An instal- 
lation has been started in Cincinnati, Ohio, which 
will follow closely the Troy plan. The city of 
Winona, Minnesota, finding the proposals of the 
Committee on Uniform Street Sanitation Records to 
be of practical value has recently requested and paid 
for an installation. Other cities plan to do likewise, 
while scores of cities have stated their intention of 
installing this same system. 

The Committee on Uniform Street Sanitation Rec- 
ords draws its support from the most outstanding 
groups of municipal officials and engineers. The In- 
ternational Association of Public Works Officials 
first sponsored the Committee, but ten other organi- 
zations are now represented on it. They are the 
American Society of Civil Engineers, the American 
Society of Municipal Engineers, the American Road 
Builders’ Association, the International*City Man- 
agers’ Association, the International Association of 





Comptrollers and Accounting Officers, the American 
Municipal Association which is composed of the 
state leagues of municipalities, the Governmental 
Research Association, the American Public Health 
Association, the National Committee on Municipal 
Standards, and the National Municipal League. The 
project is therefore one of wide significance. 


Public Works Management a. Scientific Task 


Troy public works officials, as in other cities, are 
faced with no easy task. They must satisfy the 
seventy-three thousand inhabitants with the follow- 
ing services: the construction, maintenance, and 
cleaning of streets and alleys; the removal and dis- 
posal of garbage, ashes, and other refuse; sewer con- 
struction, maintenance, and cleaning; catch basin 
repairs and cleaning; construction and upkeep of all 
public buildings, the supervision and maintenance of 
the city park system, the direction of city recrea- 
tional activities, the elimination of grade crossings, 
the inspection of buildings to assure conformance 
with building codes, and the execution of all con- 
tracts for public improvements. These services re- 
quire approximately three hundred and fifty men and 
fifty pieces of rolling equipment and represent an 
annual expenditure of nearly one-half million dollars. 

As in private business, the management of such a 
big organization requires very high engineering and 
executive ability. Moreover, public works officials 
need to receive a stream of facts about the work and 
cost of their departments. They should know how 
much work is being produced, the quality of the 
work, the cost per unit of work, and whether work 
accomplished conforms to work planned. Daily, 
weekly, monthly, and annual reports must supply a 
complete picture of public works operations, and be 
so analyzed as to point out where changes are 
needed. Every phase of the work and its cost must 
be controlled so that wastes may be avoided and 
good service furnished to all. These needs are all 
fulfilled by the recent installation. 

The following examples illustrate just how this 
installation is aiding Troy officials in the scientific 
execution of their duties. 


Guard Against Overexpenditure of City Funds 


Each year the Common Council of Troy appropri- 
ates nearly a half million dollars for public works 
services. The mayor and director of public works 
thereby have a delicate task of coming out even at 
the end of the year and still supplying all of the 
services anticipated. This task is made more diffi- 
cult by the fact that some services are seasonal, such 
as snow removal, street cleaning, and street repair 
work. 
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As a means of knowing just how expenditures 
compare with appropriations, Troy officials have for 
some years prepared a statement at the end of each 
month which gives this information. This statement 
is strongly endorsed by the Committee on Uniform 
Street Sanitation Records and is continued in a 
slightly modified form. It shows for each activity of 
the public works department, the total appropriation, 
the payments for the month, the payments for the 
year to date, and orders outstanding, and the un- 
encumbered or available balance. 


Control Over Work Performed 


A complete record is now kept in Troy of the ac- 
complishments of each employee and piece of equip- 
ment. This not only makes it possible to equalize 
work but good workmen may receive due recogni- 
tion. These records of work done also aid public 
works officials in planning their work systematically 
and in distributing effectively the three hundred and 
fifty men and fifty pieces of motor equipment. For 
example, armed with such knowledge, garbage col- 
lection routes and street cleaning routes can be laid 
out scientifically rather than by guess. Form 2 is a 
copy of a report submitted daily by all machine 
flusher and sweeper operators. 


These same records also aid in accounting for the 
time worked by each employee and in preparing the 
payroll, The number of hours on each job must 
check with the total number of hours on the payroll. 
If the installation is carefully followed, there will be 
no opportunity for padded payrolls. 


Motor Equipment Receives Careful Analysis 


Each year the city of Troy spends large sums of 
money in operating trucks, tractors, street cleaning 
machines, snow loaders, and other equipment. Since 
most of this equipment must work out of sight of 
city officials for long periods of time, it is quite neces- 
sary that daily reports be submitted by the drivers 
telling what the equipment did (Form 2 does this 
also), how long it worked on each job, the number of 
loads hauled, the amount of gasoline and oil used, 
and other important facts. 


When the figures from these daily reports of 
equipment are added to the garage records of repairs, 
depreciation, and overhead, a complete story is ob- 
tained of the cost of its operation. This story is all 
kept on a separate record for each piece of equip- 
ment. It tells at the end of each month how much 
the truck, tractor, or any other piece of equipment 
cost to operate per mile and per hour, the miles ob- 
tained per gallon of gasoline or oil, and the amounts 
of work done. With such facts at hand Troy officials 
are in a position to distribute the equipment so as to 
get the most work for the least cost. Otherwise 
great losses may occur from idle time or the use of 
an incorrect type of equipment. 


Similarly there comes a time in the life of any 
piece of equipment when the cost of repairs and fuel 
are so high that it is not economical to operate it 
any longer. The analyses made possible by this in- 
stallation will tell almost to a day when it will be 
cheaper to purchase a new machine and discard the 
old one. 
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Proper Use of Materials and Supplies Assured 


If the purchase and dispensing of gasoline, oil, and 
other supplies and materials are not adequately con- 
trolled, there is no way of knowing whether a proper 
and economical use is made of them. For many 
years Troy has been controlling effectively the issu- 
ing of gasoline and oil to equipment at the city 
garage. This control has now been extended, by 
means of a perpetual inventory, to cover materials 
and supplies at the garage as well as small tools 
stored at the city hall. Form 15 is an ideal inventory 
card for this purpose. With the addition of requisi- 
tion, purchase order, and street materials used forms, 
the record’s control over materials and supplies will 
be complete. 


Need of Planning in Public Works Management 


An important test of management in any business 
is its ability to plan and forecast work and to operate 
in conformance with such plans. The installation in 
the public works department recognizes this test and 
has made the use of a work program one of its most 
important features. This work program corresponds 
to the production or operation programs used by in- 
dustries. It shows the amount of work to be done 
during each month of the year, as miles of streets 
to clean ; how it is to be done (by hand or machine) ; 
the unit cost which may serve as a standard to be 
attained (cost per mile) ; and the total cost. 

At the end of each month a detailed statement pre- 
pared in the public works office tells the officials 
whether they have conformed to the program and to 
the standards set forth init. A statement may show 
for instance that it cost $1.10 to collect a cubic yard 
of garbage whereas the work program sets forth 
$1.00 as a standard amount for this work. This 
would be a signal for Troy officials to ‘analyze the 
work in all of its details to find the remedy. As an 
aid to finding the remedy, the records provided by 
this installation will prove invaluable. 


Amendments of Regulation 


Federal Estate Tax 

Article 36 of Regulations 70 (1929 edition), relating to 
claims against the estate, is amended by T. D. 4322, X-39- 
5224. The words “received therefor by the decedent” are 
stricken from the last sentence. The last sentence, as 
amended, reads as follows: “A pledge or a subscription 
evidenced by a promissory note or otherwise, even though 
enforceable against the estate, is deductible only to the 
extent such pledge or subscription was made for an ade- 
quate and full consideration in cash or its equivalent.” 


Examination of Returns 


Article 451 of Regulations 74, relative to the examination 
of income tax returns and the determination of the correct 
amount of the tax by the Commissioner, has been amended 
by T. D. 4327, X-41-5250, to read as follows: 

“As soon as practicable after returns are filed, they will 
be examined and the correct amount of the tax determined 
under such procedure as may be prescribed from time to 
time by the Commissioner. (See Sections 57 and 272 and 
Article 1171.)” 

The change was made because of the decision that mat- 
ters of procedure prescribed in Article 451 of Regulations 
74 may be more appropriately prescribed in mimeographs, 
because such matters are subject to change from time to 
time. The spbject matter of Article 451 will be revised 
and published as a mimeograph. 


(Continued on page 415) 
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THE DELAWARE STATE TAX SYSTEM AS OF JANUARY 1, 1931 










































ES 
=e 223) ADMINISTRATION OF Tax Dispostrion | Day of taxable 
Legal citation Title of tax £52 i status, or year Date return 
zit Basis of tax Rate of tax of report,on | or information | Date tax is due 
n< State | Local which tax is is due 
computed 
R.C., ch. 6, art. 10, sec.| Inheritance......... 8 | Transfer by will, intestate ised value at date} 1% to 8%.......... 
109-115: D. L., 1917, law, or gift in contem- 
7-8; D. L., 1927, 7-8. piation of death. 








All...| None...| Date of death...]| Within 2 months| Within 30 days 
after granting} after assessment 
letters testa-| 














D. L., 1927, 8........ TRAD. 0 ccccicenes 8S | Estates subject to federal 


(See Measure of tax). 
estate tax. 





D- L., 1929, 9........] Insurance. ......... Privilege of doing business 
in state.! 





D. abn 1919, 204, sec.) Insurance, workmen's} A | In lieu of other taxes on} Premii $088 4%... ov eveeess- i r is-) All...) None...) Calendar year...| Jan. 1-15....... Jan. 1-15. 
compensation. premiums. i able. fioner. 












ae ura ure Ne -+.| Calendar year...)...............-| April 1. 


* Pa: AeA First day of Jan., 
April, July, Oct. 


R.G..ch yar, Ee at 
15-17. 















































A 
£.6.m. 6, art. 3, sec.) Express companics...} A | (1) Privilege of doing busi-|.....................-] (1) $250............] (1) Fixed bylaw.|} =--——=—s|{ State Treasurer.| All. .| None. .|..............c-|occceccecccccccu|ececccevcesceece 
21. 
A a) SS een (2) June 1...... (2) July 1. 
5S, ch. 6, art. 4,sec.| Banks, trust,and loan] A vilege i ital stock, surplus,| 1/5%.............- C i is-| All...| None...) Date in April] Within 20 days.| Before June 1. 
D. L., 1919, 111.) companies. in state. ivi . i q i 5 fixed by Bank 
ates: Steam, gas, and elec-} A | Manufacture of steam, BEC. ccna cteercchceseseced ..| All...] None...] 12 mos. preced-} May 1, or before.| Date of report. 
tric. ps, or electricity for! 
t, light, or power, in 
state, for sale. 
D. L., 1922, ch. 54...] Lime tonnage....... A | Liming materials sold....| Tonnage............. ae Affidavit ef tax-|} = -—S=s_ {| | State Bd. of Agri-/ All...] None...| Calendar year...| Jan.1.......... 
D. L., 1927, ch. 49.. | Fertilizer tonnage....} A | Commercial fertilizer sold.| Tonnage..............] 10caton........... 
D. L., 1921, 33 Feed tonnage. . | A ene jal feeding stuffs} Tonnage..............] 10eaton........... 
sold. 
D. L., 1929, 8........ Income tax......... A | Net income of resident in- 1% on first $3,000;| State Tax De- State Tax De-| All... None...) Calendar year...) March 15. 








2% on next $7,000:| partment. 
3% oD excess over 


Not aver $25,000, : Secretary of State 
not over $100,000 












ganewe March 15, of 
dividuals, estates, and quarterly. 
trusts. 










R. C., ch. 6, art. 8,) Franchise.......... A | Franchise of domestic cor- 
D. L., 1929, ch. 6. porations.? 










































, : . or part, $100; min., $5; max., $25,000. 
R. C., ch, 6, art. 8,| Franchise, void..... S | Franchises void for failure} Flat rate.............. Fixed by Secretary of ( Semcrtaase eet Secretary of | Secretary ofState] All...| Nome...].......sccccccesfeccccccccvcccccs|occccccscceccces 
sec. $1. > -pay franchise tax for State. State. 
years. 
R. C., ch. 6, art. 24...| Civil commissions...| S$ | Commissions to civil] Flatrate............. $5—8508........... Secretary of State] Fixed by law.| Secretary of State} All...] None...]...........scces)ecccesccccccsces/eccecceccceeeees 











rs. : 
aL a, 14; D. L.,| Gasoline........... 8 i Gallons imported or} 3cagallon.......... roe of tax- | Fixed by law.| State Treasurer.| All...| None...| Calendar month} Not later than} Date of report. 
luced. 3 


precedingreport} last day of 














































month, . 
R.C., ch. 6, art. 12...] Manufacturers’ license receipts......... 1/50%, plus flat $5.|) 3 f 
Privilege of doing businese $) if cost is less than|| Affidavit of tax-| Fixed by law.| ClerkofthePeace| All...] None...| Year immediate-} June 1.......... June 1, 
R. C., ch. 6, art. 13;] Merchants’ license...|} A in state. $1,000; if in excess of|/ able. ly preceding 
D.L., 1917, 11. } $1,000, 10¢ on each date of report. 






$100; plus flat $5. 
bectanl $5 to $300°......... [yewentinghens June 1..:......] June, 


| clerk thePene Fined by law..| Glerk of the) All... None... 


R. C., ch. 6, art. 14,] Miscellaneous occu-} A | Privilege of doing business Usually flat rate 
15, and 22; R.C.,ch.} pational licenses. in state. . 
31, sec. 3; D.L., 1915, 

13 and 14; D. L., 
1919, 23, 24 and 30. 











































R. C., ch. 85, sec. 4..} Marriage licenses....] § | Privilege to marry.......] Flatrate..............] $2.50............... 
D.L., 1927, 52....... Bottling plants...... Privilege to do business} (Residence of taxable. . . Resonts, $25; non-| State Board of] Fixed by law.| State Board of 
A in state. residents, $50. Health. Health. 
R. C., ch. 6, art. 5...) Insurance licenses...}) | = = §= | (Usually flat rate...... Foreign ins. cos., $25; Insurance Com-| Fixed by law.| Insurance Com- 
domestic fire ins.,] missioner. missioner. 






















.| Vehicle Commis-| All...] None..} Calendar year...| Jan. 1. ........ Jan. 1. 
sioner. 





. $100. 
D.L., 1929, 10, art. 2} Automobile registra-] A | Motor vehicle, trailer, or| Varying schedule. .... Motorcycles $5; other} Vehicle Commis-| Fixed by law. 
tion license. i-trailer. motor vebicles, sioner. 


gross load weight; mfrs. or dealers’ nage $25 for first 





























































i er 3 me Tn te each sdditional set. Between Aug. 1 and Dec. 15, 44 rates. 
D. L., 1923, 5; D. L.,] Automobile driver's} A | Privilege A _ aunts DRE cactcdscsed $3.° Motorbus opers-| Vehicle Commis-| Fixed by law... Vehicle Commis-} All... 
1929, 10. license. motor vehicle. tors permit $1 ad sioner. sioner. 
tio 
D. L., 1927, 85...... Incorporation fee....| §& | Certificate of incorpora- meng of authorized] ?.................. SecretaryofState| Fixed by law.|Secretary of State} All... 
tion. 
D. L., 1921, 106...... Savings banks with- Average deposits. ....... Teal’. deposits on last] 2% 
out capital stock. a oe. . montk ‘s 
vi 
D. L., 1921, 107...... Bldg. and loan assns.| A | Privilege of doing business} Flat rate............. $5 filing fee; $100 : 
license. in state. license. ;Bank Commis-/ Fixed by law.| Bank Commis-| All...| None...]{..............- Time of filing an-| 60 days after fil- 
sioner. sioner. nual report. ing annual re 
D. L., 1921, 107...... Bldg. and loan assn..| A $25 on first $25,000, ® 
eae each additional] | 
R. C., ch. 6, art. 5....] Industrial life insur-].... . $50, plus $2 for each — Com- {Insurance Com-| All... 
ance. solicitor. missioner. | missioner. 
D. L., 1927, 165...... ere eee ees ll eee Ba. of Game and Bad. of Game and] All... 
aT Fish Commis | Fish Commis 
D.L., 1917, 13...... Branch stores.......]...... License to companies out- we, plus 10c for each Afsdavit of tax-|}>Fixed by law. {her Clerk cof Peace. | All... 
side state maintaining $100 in excess of| able. tal 
branches therein. 000. 
R.C., ch. 6, art. 23...] Oyster and fish...... RR ee, RSE ee WR. 55585 iv All.. 
R. C., ch. 74, art. 1;| Hunting and fishing} A | License............-....| Flatrates............ Residents, $1; non-| Game and Fish ioe and Fish| All... 
D. L., 1923, 187. residents, $1 10.50. Commissioners. \ Commissioners 





(Chart prepared by Hon. P. S. duPont, Delaware State Tax Commissioner, and Russell Ramsey, Director Taxpayers Research League of Delaware, Wilmington, Delaware.] 














*There is no state general property tax in Delaware. The general property tax and other local brokers, $100; real estate agents, $50; jugglers, | nae Mm; lowyem, 8 ag physician or osteopath, $10; dentists, 
taxes will be included in the future editions. ‘‘We have in Delaware absolutely no general municipal $10; dyeing and scouring ee $10; ercantile agencies, $10; caey comeareneme, 
corporation laws. ~We have approximately 50 incorporated cities and towns. Each of these incor- $5—$10; various amusement devices, $20—$7. bya cabin, bill billiard tables, shuffle wing 
pose derives its corporate powers (including the power to tax) from a special act of the legis- alleys, $15 or more; circuses, $1! oe eatres, $25—$100; amusement parks, 
ature which relates only to it and to no other incorporated place. These special laws are known as $250; venders, $10; chiropodists, eee: Public baths” $10: bill posters and distributors of sam; les, $10; 
the “Charters” of the incorporated cities and towns. Practically all of them have been amended livery stables,-$10; manicurists, $10 tometrists, $10; veterinarians, $10; barber shops, $5; grain, 
from time to time, and these amendments are scattered through the biennial volumes of session laws fruit, and vegetable who! 35, ‘included i in further tax of 20 cents for every $1,000 000 ‘of the cost 
running back for perhaps 50 years. . . In addition, there are, of course, the local taxes im value of the commodities in the year next preceding; dealers in deadly weapons, $25. 
by the three counties and a large number of school districts. The situation here is just as chaotic as *1931 legislature has reduced cost of tor’s license to $1.50. 7 Par-value shares: On first 
in the incorporated places, and a substantial amount of research would be required to produce accurate $2,000,000, 10c =? ,000; $2,000, 000,000, 5c per $1,000; over $20,000,000, 2c per $1,000. 
information.” No-par shares: First 20,000 shares, }4c each; 20,000—2,000,000 shares, 4c each; over 2,000,000 shares, 

1 Workmen’s Compensation insurance excepted. 2 Except railroad, ee ee oe canal, Ah, capes a each. 8 wn poe fee for oyster plantations, 50c an acre; tonnage dues for dredging oysters, $3.50 
owned by railroad, . religious, charitable, and educational ton; dredging and to: fee, $5.for each boat and pair of ry Ley for oyster. plantations, $15— 
sessed at $100. ‘Prothonotaries, recorders, registers of wills, clerks incr the ginen on snd aherifte, $25; boat tax, 63.50 © tans ae & ee ee. = jon; dredging livense, $3.50 a ton; 
$50; clerks of the rney general, registers in Es een and com- license for taking oysters other than Dost ang various special licenses, 
missioners of aary © ~ J notaries L..% ps a fustices of the peace, $6; ited by the $3—$20 and fifty cents an acre; license for fishing ant 100; license for boats for ng parties, 
governor, $5. nd peddlers, $10—$100; resident auctioneers, $10; Semsesident auc- $10 for resident owners, and $50 for non-resident owners. 
tioneers, $25; cudions tat and jacks, $10; eating houses, $10; photographers, $20—$25; bankers and 



































































































































































































































































































































FOUR district courts’ and the majority of the Board of 
Tax Appeals? in consideration of the validity of the 
conclusive presumption provision of Section 302 (c) of 
the Revenue Act of 1926* have held that the question is 
controlled by the decision of the United States Supreme 
Court in Schlesinger v. Wisconsin, 270 U. S. 230, and, there- 
fore, that the provision is unconstitutional. 

The Wisconsin statute which was declared invalid in 
the Schlesinger decision provided, inter alia, as follows: 

“Every transfer by deed, grant, bargain, sale or gift, 
made within six years prior to the death of the grantor, 
vendor or donor, of a material part of his estate, or in the 
nature of a final disposition or distribution thereof, and 
without an adequate valuable consideration, shall be construed 
to have been made in contemplation of death within the mean- 
ing of this section.” 

A majority of the Supreme Court of the United States 
affirmed the opinion of the lower court, which declared, 

“a tax on gifts inter vivos could not be so laid as to hit 
those made within six years of the donor’s death and 
exempt all others—this would be ‘wholly arbitrary.’ ” 

The recent decision of the majority of the Board of Tax 
Appeals concurred with the opinion of four district court 
decisions that the difference in the period of time involved 
in the Federal statute is not significant and that otherwise 
the principle at issue is the same as in the Wisconsin case, 
and that, therefore, the decision in the latter case is con- 
trolling. 

A contrary view was presented by Mr. Sternhagen of the 
Board of Tax Appeals in a dissenting opinion, the text of 
which follows: 

“I think the statutory pfovision is valid.. Moreover, 
even if I were inclined to think it invalid, the invalidity is 
not sufficiently free from doubt to require this Board so 
to decide, bearing in mind that Congressional legislation is 
not to be set aside unless it is clearly in conflict with the 
Constitution. While, in my opinion, the inherent functions 
of the Board include the power to consider the validity 
of a deficiency determination as well under the Consti- 
tution as under the statute, an attack upon the statute 
must be quite overwhelming to succeed. 

“Congress, after many years of almost futile effort to 
prevent escape from estate tax through gifts in contempla- 
tion of death, despite the earlier rebuttable presumption, 
believed the present provision necessary to maintain the 
effectiveness of the tax. Certainly the prevention of tax 
evasion is a valid purpose, and the present provision can 
hardly be said to have no reasonable relation to that pur- 
pose or, in the light of experience, to be arbitrary or 
capricious, however harshly it may operate in a particular 





1 Hall, et al., Ex., v. White, Collector, (D. C. Mass., April 6, 1931; 
Donnan, et al., Ex., v. Heiner (D. C., West. Dist. ee Apr. 8, 
ae? Guingburg v. ” Anderson, Collector’ (D. C., So. Dist. , * July 

1931; Delaware Trust Co., Exr. of duPont v. et N “Collector, 
Soe Dist. of Delaware, Aug. 28, 1931). 

Cha Security & Trust Company and Mary H. Lincoln, Ezxrs., 
Estate of Robert Todd Lincoln v. Commissioner (Oct. 16, 1931). 

3 The provision of Section 302 which is challenged reads: 
wcadllin here within two years prior to his death but after the 
enactment of this Act and without such a consideration the decedent 
has made a transfer or transfers, by trust or otherwise, of any of his 
property, or an interest therein, not admitted or shown to have been 
made in contemplation of or intended to take effect in possession or 
enjoyment at or after his death, and the value or aggregate value, 
at the time of such death, of the property or interest so transferred to 
any one person is in excess of $5,000, then, to the extent of such 
excess, such transfer or transfers shall be deemed and held to have 
been made in contemplation of death within the meaning of this title. 
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case. Since O’Gorman & Young v. Hartford Insurance Co., 
282 U. S. 251, it may be doubted whether the particular 
evidence of the way the statute impinges on one case is 
enough to overcome the presumption of constitutionality. 
If Congress had chosen to impose an excise directly upon 
the gift, as it formerly did, the Fifth Amendment would 
not have prevented, Bromley v. McCaughn, 280 VU. S. 124, 
and I think the transfer may be taxed by way of calling 
it testamentary under certain conditions if in common 
experience the gift and the conditions are known fre- 
quently to be related to each other, and the occasion for 
calling it testamentary is exigent in the enforcement of 
taxes. 

“Of course, if what the Supreme Court said in the 
Schlesinger case of the Wisconsin statute was intended to 
be as broad as it could be interpreted, the prevailing opinion 
of the Board here is correct. But the Fifth Amendment 
may not be as restrictive of the Federal taxing power as 
the Fourteenth is of the States’; the history of Wisconsin’s 
enforcement may not have been as convincing; the six-year 
presumption may be so remote from ordinary experience 
as to be arbitrary, while a two-year provision may not be. 
Thus, the Schlesinger case is not compelling until the Su- 
preme Court so decides. Without disrespect for the several 
District Courts who have held the provision unconstitu- 
tional, I think the Board should decide that the statute is 
not invalid and hold, in accordance therewith, that the 
gifts in question were made in contemplation of death.” 

There is a possibility that the decision of the United 
States Supreme Court on the issue may be obtained before 
the close of this year. In the case of Donnan v. Heiner; 
which is on appeal before the Circuit Court of Appeals, 
Third Circuit, the question is expected to be certified di- 
rectly to the Supreme Court. 


ESTORATION of confidence abroad in the financial 

structure of this country seems to be contingent, to a 
large degree, upon abridgement of the gap between Federal 
revenues and ordinary expenditures. Some reduction in ex- 
penditures may be effected, but if any considerable progress 
is to be made toward a balanced budget it must be brought 
about by increased revenues. 

While an increase in taxes during a period of business de- 
pression is doubtlessly undesirable, failure to reduce the 
Treasury deficit presents possibilities of more damaging re- 
percussions to business and, therefore, to taxpayers. In 
view of the predicament faced by the Treasury Depart- 
ment, the public is becoming reconciled to measures which 
may have to be taken to meet the emergency. 

Increases in income tax rates are expected and a broadening 
of the tax base by lowering exemptions and modification 
of deduction provisions is probable. No secret is made of 
consideration by the Treasury Department of the revenue 
possibilitie:. of a sales tax on a selected list of commodities, 
exclusive of food and other necessities of life. Among the 
commodities and services which, apparently, are prospective 
objects of a sales tax are automobiles, radios, confections, 
amusements, jewelry and a ‘miscellaneous group of com- 
modities classified as luxuries. The exact character of the 
Administration views as to means of obtaining additional 
revenue is unlikely to be made public until the recommen- 
dations of Secretary Mellon and President Hoover are pre- 
sented to Congress. 

In the matter of the economy measures which are being 
taken, President Hoover, on October 16, issued the fol- 
lowing statement: 

“IT have received the proposals of the high officials of the 
navy of plans for reduction of expenditures. They are 
being considered in the full light of maintained efficiency 
of the department. Such studies and revisions are equally 
in progress in every other department of the Government. 

“The proposals of all the departments will require study 
and consideration. No conclusions have been reached on 
any particular proposed expenditure or economy. Final 
decision will not be reached until the final budget is pre- 
sented to Congress. 

“All of the principal officers of the Government are co- 
operating to bring about reductions. In times when the 
income of the people is reduced and when taxes and loans 


may stifle economic recoveries there is only one course of 
4See footnote 1. 
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sound fiscal policy; that is to reduce the expenditure of the 
Government to the last cent consonant with the obligations 
of the Government. 

“There are two great difficulties which confront us in 
programs of reduced expenditures. The first is the very 
large proportion of Federal expenditures that are irreduci- 
ble. We must meet interest payments on the statutory 


redemption of the public debt; we must pay allowances and - 


pensions to veterans and pensions to civil servants, &c. 

“Thus over two billion of the Federal budget is in fixed 
obligations and such reductions as we can bring about must 
need be concentrated on less than one-half of the budget. 

“The second difficulty is that the Federal Government 
must make its contribution to expand employment so long 
as the present situation continues. 

“T fully realize that while Governmental economy as a 
whole is strongly desired by the public, yet every variety 
of expenditure has its adherents throughout the country, all 
of whom are naturally solicitous that their special project 
should be continued even in times of national difficulty, and 
they are impatient of reductions or deferment or delays of 
their projects. 

“Public opinion in support of drastic economies will need 
to reach into these directions. It must extend also to discour- 
agement of special interests desirous of securing new expendi- 
tures for the special projects. The essential services of the 
Government must and will be maintained, but these are 
times when with the large deficit facing the country even 
meritorious projects can, must and will be deferred.” 


M ANY corporations were affected by the decision of the 
United States Supreme Court in the case of The United 
States v. Kirby Lumber Company that a corporation which 
purchases its own bonds at a price less than the issuing price 
or face value and retires them realizes taxable income. The 
decision of the Court of Claims, 44 Fed. (2d) 885, was 
reversed. 

The opinion, delivered by Mr. Justice Holmes, states 
that no reason is apparent why the Regulations’ should not 
be accepted as a correct statement of the law. “The de- 
fendant in error has realized within the year an accession 
to income, if we take the words in their plain popular 
meaning, as they should be taken here.” 


—tASe gasoline taxes produced total revenue of 
$244,746,853 in the first six months of 1931, according to 
a report by the U. S. Bureau of Public Roads. This income 
represented an increase of $14,146,398 over the revenue of 
the first half of 1930. Taxes were levied on 7,118,000,000 
gallons of motor fuel, an increase of 4% per cent over the 
same period of last year. Consumption of gasoline in- 
creased in 36 states and decreased in 12 states. 

Large increases in exemption claims were apparent in 
most states. Among the larger gains were those of Cali- 
fornia, where exemptions increased to $2,212,544 from 
$1,797, 792 : Idaho, increase to $593,733 from $76,741 ; Kansas 
increase to $1,206,815 from $592,513; North Dakota, ‘increase 
to $516,764 from $453,978; South Dakota, increase to 
$1,005,592 from $787,747; and Iowa, increase to $649,830 
from $462,328. Decreases were shown, among other states, 
in Arkansas, Maine, Michigan, North Carolina, Pennsyl- 
vania, and Texas. 


P)URING the first quarter of the Federal Government’s 
1932 fiscal year, which ended on September 30, re- 
ceipts from all sources except borrowing’ lacked over 
$380,000,000 of equalling the amount of expenditures. 

Total internal revenue receipts for the months of July, 
August and September were $232,554,741 less than in the 
same period of the previous fiscal year. The decrease in 
income taxes alone was $233,410,885, but offsetting that de- 
cline and those in other internal revenue taxes were in- 
creases in collections from the estate tax levies under 
the prohibition laws and customs collections under internal 
revenue statutes. 


1Arts. 545 (1) (c), Reg. 62; Art. 544 (1) 4» Reg. 45; Art. 
545 (1) (c), Reg. 69; and Art. 68 (1) (c), Reg. 7 
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As doubt as to the validity of the Indiana chain store 
tax was dispelled on October 12 when the United States 
Supreme Court denied the petition for a review of the 
decision which was rendered in the case of State Board of 
Pee Commissioners of the State of Indiana et al. v. Jackson 
et al. 

The rehearing was sought on the primary ground that 
the decision of the Court “places no limitation on the power 
of a state to increase the amount of taxation upon two or 
more stores to an oppressive extent, and to the point of 
distinction.” 

Chain store interests suffered another rebuff on October 
26, when the United States Supreme Court upheld the North 
Carolina statute levying on the owner of two or more mer- 
cantile establishments a tax of $50 for each store operated 
in the state in excess of one. The decision was rendered 
in the case of Great Atlantic & Pacific Tea Co., et al. v. 
Maxwell, etc. 

A suit to test the constitutionality of the Florida chain 
store tax law has been instituted in the Circuit Court of 
Leon County, Texas, by the Louis K. Liggett Co. and the 
Winn and Lovett Grocery Co. The act, which became a 
law July 3 without the Governor’s approval, imposes a 
graduated license tax based on the number of stores. 


Correction 


In the article by Mr. Herbert W. Ellis on the subject 
“Tax Liability from Property Sales in Partnership Changes” 
which appeared in the October issue of THE TAX MAGAZINE, 
the given name of the author of an article cited in the dis- 
cussion was incorrect. The error occurred in the reference 
to the article by Mr. Arnon W. Welch of New York 
entitled “Changing the Cost Basis through Partnership 
Reorganization,” which was published in the October, 1930 
issue of THE Tax MAGAZINE. 


Significant Decisions of the Board of 
Tax Appeals 


Business Expenses.—Petitioner was one of several per- 
sons who entered into an agreement with the owners of 
certain property to act as agents for the owners in platting, 
surveying and preparing their property for sale as lots. 
The contract provided inter alia that the agents were to 
advance all necessary funds to carry out the contract up 
to a limited amount; and that, after the owners had re- 
ceived $400,000 from the sale of lots, the agents were en- 
titled to all the lands remaining unsold. Petitioner, during 
the taxable year, and before the owners had received their 
$400,000, expended $7,921.62 as his share for platting, sur- 
veying and preparing the real estate for sale. Held, peti- 
tioner was entitled to deduct the amount so paid as an 
ordinary and necessary business expense.—Salathiel R. 
Fletcher v. Commissioner. Dec. 7168 [C. C. H.], Docket 
No. 3304. 


Federal Estate Tax.—Decedent’s interest to the extent 
of one-half of its value in a joint tenancy held properly 
included in her gross estate for Federal estate tax purposes, 
under Section 402 (d) of the 1921 Act. 

Held, further, that an administrator of an estate, who 
failed to file an estate tax return and pay the tax due 
thereon during his incumbency in office, is still the tax- 
payer and liable as such after his discharge by the Probate 
Court; and notice mailed to him of a deficiency in estate 
tax subsequently determined against the estate confers 
jurisdiction in the Board to review such determination.— 
Charles Hallock Whitehead, Executor of the Estate of Mary 
Heaton Whitehead, v. Commissioner. Dec. 7157 [C. C. H.], 
Docket No. 32062. 


1. An amount paid by the executors of an estate pur- 
suant to an agreement executed by decedent, in considera- 
tion of the marriage between his daughter and another, to 
pay into a trust fund a certain sum of money within six 
months after his death, is not deductible as a claim against 
the estate under Section 303 (a) (1), Revenue Act of 1926, 
since the consideration was not “money or money’s worth.” 

2. The inclusion of the amount so paid in the gross 
estate does not result in the imposition of a tax retroac- 
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tively upon a completed transfer, as it was not transferred 
at the time of the agreement and the promise did not re- 
move it from his estate or restrict his ownership before his 
death. 

3. The attack here made on the constitutionality of the 
tax, as impairing the obligation of the agreement, is with- 
out merit and can not be supported in legal theory.— 
Central Union Trust Company of New York, Therese Davis 
and Samuel Norris, as Executors of the Last Will and Testa- 
ment of John H. Davis, Deceased, v. Commissioner. Dec. 
7205 [C. C. H.]. Docket No. 36636. 

If an insurance policy reserves to the insured, acting 
alone, the power to change the beneficiary, no absolute 
rights vest in the beneficiary and the transfer of the bene- 
ficial interest is incomplete until the death of the insured. 

Where the name of the beneficiary in a life insurance 
policy is followed by the words “with right of revocation,” 
and the policy elsewhere provides that, “When the right 
of revocation has been reserved * * * the insured * * * 
may * * * designate a new beneficiary, with or without 
reserving right of revocation, by filing written notice there- 
of at the home office of the company accompanied by the 
policy for suitable indorsement thereon,” the insured, when 
designating a new beneficiary must state in the notice there- 
of filed with the insurance company that he reserves the 
right of revocation if he desires again to exercise such a right. 

Where insured in such a situation fails at the time of 
making a change in beneficiary to indicate a desire fur- 
ther to reserve the right to change the beneficiary, no 
right of revocation persists, the transfer of the beneficial 
interest in the proceeds of the policy occurs immediately, 
and the proceeds of the policy on the death of the insured 
should not be included in the decedent’s gross estate for 
taxation. 

In construing a contract, effect should be given to all its 
provisions if such be possible and where two constructions 
are possible the one which gives effect to all is preferable 
to one that gives effect but to part and nullifies in part.— 
David A. Reed and Robert T. Rossell, Executors of the Last 
Will and Testament of James H. Reed, Deceased. Dec. No. 
7184 [C. C. H.], Docket No. 47344. 


Foreign Tax Payments, Credit for—A domestic corpora- 
tion, whose principal stockholder owned the controlling 
interest in a British partnership, permitted the partnership 
to hold and use the greater part of its capital and surplus 
and was allowed interest on outstanding balances at the 
close of the year. Great Britain, charging the partnership 
with income tax on the income of the corporation as well 
as the partnership, assessed a tax against the partnership in 
respect of the interest allowed to the corporation, which 
was paid by the partnership and charged to the corpora- 
tion. Held, in the absence of proof that this tax was, under 
British law, a tax imposed upon the corporation, the cor- 
poration was not entitled to a credit for foreign taxes paid 
or accrued, within Section 238 (a), Revenue Act of 1926.— 
The Duckworth Company v. Commissioner. Dec. 7206 
[C. C. H.], Docket No. 41830. Van Fossan dissented from 
this decision. 


Invested Capital.—_In the deficiency notice, the respond- 
ent gave notice to the petitioner of overassessments for 
1917 and 1918, but stated that they were barred from allow- 
ance by reason of the statute of limitations. The respond- 
ent’s action in excluding the amount of such overassessments 
in computing invested capital for 1920 was proper. Murtha 
& Schmohl Co., Dec. 5430, 17 B. T. A. 442. 

The petitioner, on an accrual basis, in 1896 leased its 
property for a term of 950 years. The lessee agreed to pay 
the interest and principal when due of the petitioner’s 
bonded indebtedness in the principal amount of $1,250,000. 
No principal had been paid or had come due in 1920. Held, 
that for invested capital purposes, there should be accrued 
in each year of the lease up to the due date of the bonds, 
a proportionate part of the agreement of the lessee to pay 
the $1,250,000.—Federal Street and Pleasant Valley Pas- 
senger Railway Company v. Commissioner. Dec. 7198 
[C. C. H.], Docket No. 29758. Smith, Sternhagen and 
Trammel dissented. 

Jurisdiction of the Board—Where, as under the circum- 
stances before us, a deficiency notice is directed to a tax- 
payer corporation which has been dissolved, and such 
notice is received by a successor corporation of the same 
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name, organized in the same state, but of distinctly separate 
legal identity; and such successor corporation files with 
this Board a petition for the redetermination of such de- 
ficiency, this Board is without jurisdiction.—Nichols & Cox 
Lumber Company v. Commissioner. Dec. 7174 [C. C. H.], 
Docket No. 23601. Arundell and Matthews dissented. A 
similar decision, made by a Division of the Board and 
promulgated on July 8, 1931, was vacated and referred to 
the full Board for consideration. 


Mortgaged Property, Sale of.—1. Where property is sold 
subject to a mortgage the amount of which exceeds the 
basis to the seller the excess must be considered as a part 
of the “initial payments” in determining whether or not 
Section 212 (d) applies. 

Unamortized bond discount is deductible when the 
mortgaged property is sold subject to the mortgage. Fol- 
lowing S. & L. Building Corporation, Dec. 6019, 19 B. T. A. 
788.—Metropolitan Properties Corporation v. Commissioner. 
Dec. 7193 [C. C. H.], Docket No. 45032. 


Parol Trust.—Although a certain block of stock was 
retained in the name of the petitioner and he received the 
dividends, oral testimony that two thirds of the stock had 
been given to his son and daughter and was held in trust 
for them was accepted as having established the fact of the 
creation of a parol trust, excluding two thirds of the divi- 
dend from such stock from petitioner’s gross income.— 
John H. Stevens v. Commissioner. Dec. 7163 [C. C. H.], 
Docket No. 29685. 


Taxable Income.—Petitioner obtained from a court as a 
result of a suit in equity, a decree, against the Pangborn 
Corporation, and as a result of such decree was paid by 
Pangborn Corporation $30,108.94 in 1923, which was for 
profits realized by the Pangborn Corporation from in- 
fringement of patent rights of the petitioner. The Board 
held that receipt of the money in settlement of the patent 
infringement suit constituted taxable income to the peti- 
tioner and, since the amount was never an accruable item 
prior to 1923 and was not accrued on the petitioner’s books 
prior to that date, it was taxable income for the year 1923.— 
The W. W. Sly Manufacturing Co. v. Commissioner. Dec. 
7167 [C. C. H.], Docket No. 31156. 


Taxable Income.—A corporation has no income from 
purchasing its bonds at less than the price at which they 
were issued, but where a taxpayer keeping its books on an 
accrual basis acquired certain of its own bonds with in- 
terest coupons attached thereto, the excess of the face 
value of the interest coupons over the amount paid for 
them is taxable as income.—The Consolidated Gas Company 
". = City of Pittsburgh yv. Commissioner. Dec. 7212 
[C. C. H.], Docket No. 29050. 

Trusts — Income of Beneficiaries — Depletion Charges 
Against Royalties.—Beneficiaries of a trust, each having a 
one-fourth interest in the income therefrom and in the 
residue and receiving royalties directly from the trustee, 
held to be entitled to deduct from royalties received a rea- 
sonable amount for depletion—IJda L. Kuhn v. Commis- 
sioner. John I. Cooper v. Commissioner. Laura M. Price v. 
Commissioner. W. E. Price v. Commissioner. Dec. 7192 
[C. C. H.], Docket Nos. 32609, 32610, 40115, 40267, 40659, 41072. 

Waivers—Statute of Limitations——A consent in writing 
entered into between the parties after the period of limita- 
tions had expired and subsequent to the passage of the 
Revenue Act of 1926 and prior to the Revenue Act of 1928, 
is ineffective because Section 1106 of the 1926 Act not only 
barred the remedy but extinguished the liability. 

An agreement entered into by two of the affiliated cor- 
porations which had filed a consolidated return through 
one of the other affiliated corporations at a time when their 
liability for 1920 taxes had been extinguished by Section 
1106 of the Revenue Act of 1926, authorizing the assessment 
and collection of any of their deficiencies for 1920 from 
such other corporation, is ineffective to give the Commis- 
sioner the right to assess and collect such deficiencies, the 
liability for which had already been extinguished by Sec- 
tion 1106 of the Revenue Act of 1926—White Oak Trans- 
portation Company v. Commissioner. Seaconnet Coal 
Company v. Commissioner. Northern Coal Company v. Com- 
missioner. C. H. Sprague & Son Company v. Commissioner. 
Dec. 7209 [C. C. H.], Docket Nos. 18088, 18089, 34945 and 
34946. Smith and Arundell dissented on these points. 
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Rulings of the Bureau of Internal Revenue 


Accrual Date of Property Taxes in State of lowa.—Under 
the law of the State of Iowa ownership of personal or real 
property on January 1 is the event which determines the 
taxpayer’s liability for taxes thereon, and taxpayers whose 
books of account are kept on an accrual basis may accrue 
lowa taxes as of that date.—G. C. M. 9793, X-43-5262 (p. 4). 

Credit for Taxes Paid to Foreign Country.—The tax im- 
posed by Article XV of the Cuban tax law, approved July 
9, 1928, on gross revenues derived from sources in Cuba, 
is not an income tax and may not be claimed as a credit 
under Section 131 of the Revenue Act of 1928. Such tax 
may, however, be claimed as a deduction under Section 23 
(c) of the Revenue Act of 1928, for the year in which paid 
or accrued, dependent upon whether the taxpayer’s books 
of account are kept on the cash receipts and disbursements 
basis or on the accrual basis. This ruling is also applicable 
to taxes paid under Article III of chapter 6 of the emer- 
gency tax law of Cuba, approved January 29, 1931, with 
respect to taxation of foreign navigation companies.—I. T. 
2596, X-42-5253 (p. 8). 

Earned Income Credit.—Where a husband in the State of 
California is a member of a partnership, but the wife is not 
a member, and the partnership is one in which both per- 
sonal services and capital are material income-producing 
factors, and original separate returns are filed, and where 
20 per cent of the net profits of the partnership business 
constitute reasonable compensation for the personal serv- 
ices actually rendered by the husband, the amount thereof, 
within the limitation of Section 31 (a) 3 of the Revenue 
Act of 1928, may be divided and one-half treated as the 
earned income of each spouse. The income which is de- 
rived from the partnership should be equitably apportioned 
so as to treat part of the profits as attributable to the use 
of the husband’s separate capital and part attributable to 
his personal activity, ability, and capacity. That part of 
the partnership profits which is attributable to the use of 
the husband’s separate capital should be taxed to him as 
his separate income and that part of the partnership profits 
which is attributable to his activity, ability, and capacity is 
community income which should be divided between the 
husband and wife, one-half of such community income be- 
ing taxed to each. 

Where husband and wife in California are members of 
the same partnership they are taxable in their individual 
capacity, the same as other members of a partnership, and 
no attempt should be made to apportion the partnership 
profits on any basis except on the basis of the percentage 
of interest owned by each member. The principle stated 
in General Counsel’s Memorandum 6445 (C. B.. VIII-2, 
182), namely, that the spouse who actually rendered the 
services may treat an amount not in excess of 20 per cent 
of the half of his profits reported by him as earned income 
for the purpose of computing his earned income credit, 
can no longer be followed. 

General Counsel’s Memorandum 6645 (C. B. VIII-2, 182) 
revoked.—G. C. M. 9825, X-42-5252. 

Estates and Trusts.—Where a trust instrument provides 
for payment of income to A for life and after death to her 
children and the issue of any deceased child and that all 
payments shall be made on the 2d day of January and July, 
the income from July 2 to December 31, 1926, is “income 
which is to be distributed currently by the fiduciary to the 
beneficiaries” and taxable to the beneficiary. 

Recommended that Appeals and Review Recommenda- 
tion 3421 (C. B. II-2, 172) be revoked. [Applicable under 
Revenue Acts of 1918 and subsequent acts.]—G. C. M. 8724, 
X-41-5238 (p. 3). 

Committee on Appeals and Review Recommendation 3421 
(C. B. II-2, 172), which holds that where income was pay- 
able to several beneficiaries periodically on June 15 and 
December 15, the will providing that the payments be made 
to such beneficiaries only “as may be living at the time of 
payment,” the income of the trust from December 16 to 
December 31, inclusive, of each year, was accumulated for 
persons with contingent interests and should be reported 
in the calendar-year returns of the trustee and the tax 
thereon paid by him, is revoked, in view of General Coun- 
= pesca 8724, page 3.—I. T. 2595, X-41-5243 
p. 16). 
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Gasoline License Fee—Deduction for Iowa Tax.—The 
license fee imposed by the State of Iowa on motor fuel is 
deductible as a tax in the Federal income tax return of the 
consumer who pays it and to whom it is not refunded. If, 
however, the license fee is added to or made a part of the 
business expense of such customer, it can not be deducted 
by him separately as a tax.—G. C. M. 9822; X-40-5226. 

Insurance Proceeds.—Where an insurance policy, taken 
out by a member of a partnership on the life of another one 
of the partners, is assigned for a cash consideration to the 
firm by the insurer’s executor, the insurer having died, the 
firm, as transferee, is only entitled to exemption from taxa- 
tion of the actual value of the consideration and the amount 
of premiums and other sums subsequently paid by it.—I. T. 
2591, X-39-5222 (p. 3). 

Interest Paid to Nonresident Aliens—Withholding at the 
Source.—No withholding at the source is required from 
interest paid to a nonresident alien individual, whether or 
not such individual is engaged in business in the United 


States, on Treasury bonds dated and bearing interest from 


June 15, 1931, issued under authority of the Act of Con- 
gress approved September 24, 1917, as amended.—I. T. 2592, 
X-40-5227 (p. 5). 

Lien for Taxes.—The act of March 14, 1927, enacted by 
the Legislature of the State of New Mexico, is recognized 
by the Bureau of Internal Revenue as coming within the 
purview of subsection (b) 1 of Section 3186, Revised Stat- 
utes, as amended, as further amended by Section 613, Rev- 
enue Act of 1928, relative to the filing of notices of Federal 
tax aa with local or State officials —I. T. 2593, X-41-5240 
(p. 9). 

The purchaser of real property at a sale on execution to 
satisfy a judgment is entitled to the rents payable under a 
lease of the property from the date of the delivery of the 
deed, as against the right of the Government to the rents 
under a levy pursuant to warrants issued, where notice of 
the lien was not filed until subsequent to recovery of the 
judgment. [Applicable under Revenue Act of 1928.]—I. T. 
2594, X-4-5241 (p. 9). 


Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
appear on the surface. The letters are a 


real help to ali tax men. Clients include 
tax practitioners and corporation officers. 
May we send you a copy of our latest 
letter? 


CLIP THIS COUPON TO YOUR LETTERHEAD 
The Kiplinger Washington Agency, 
National Press Bldg., Washington, D. C. 
Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 









































































































































































































































































































































































































































410 







Powers of Attorney Filed in Field Offices.—The instruc- 
tions contained in Mimeograph 3730 (C. B. VIII-1, 333), 
dated May 6, 1929, to the effect that all powers of attorney 
filed in field offices of the Bureau will be immediately for- 
warded to Washington to be recorded, are hereby revoked, 
and the following instructions are issued in lieu thereof, to 
take effect immediately: 


Whenever a power of attorney is filed in the office of a 
collector of internal revenue or an internal revenue agent 
in charge in connection with an income tax return which is 
being investigated or audited in such office, it will be prop- 
erly recorded in the respective office and associated with 
the return to which it relates. When the investigation and 
other appropriate action are completed, the return and 
report with the power of attorney attached will be for- 


warded to the Income Tax Unit in Washington in the usual 
manner. 


Upon receipt in Washington of a return to which a power 
of attorney is attached, the power of attorney will be de- 
tached and forwarded to the public relations division to be 
recorded and sent to the division or section to which the 
case is assigned for association with the file. 


Collectors of internal revenue and internal revenue agents 
in charge are hereby charged with the duty of carefully 
examining all powers of attorney filed in their offices in 
connection with returns being examined or investigated by 
their offices, and determining whether or not the attorneys 
or agents named therein and the documents as executed 
meet all the requirements of Treasury Department Circular 
No. 230, revised July 1, 1927 (C. B. VI-2, 392), and Confer- 
ence and Practice Requirements, Bureau of Internal Rev- 
enue, revision of July 1, 1925 (C. B. IV-2, 320), as amended 
by Mimeograph 3724 (C. B. VIII-1, 332). 


The provisions of this mimeograph are applicable only 
to powers of attorney which are filed in the offices of col- 
lectors of internal revenue and internal revenue agents in 
charge in connection with returns actually being investi- 
gated and audited by those offices and they do not apply 
to powers of attorney, court papers, and other documentary 
evidence submitted by taxpayers through collectors’ offices 
for use in connection with cases being reviewed and ad- 
justed in the Income Tax Unit in Washington. This latter 
class of documents should be promptly transmitted to the 
Bureau in accordance with the usual procedure. 


Correspondence from collectors regarding the provisions 
of this mimeograph should refer to the number and to the 
symbols A&C:COL., and correspondence from internal 
revenue agents in charge should refer to the number and 
to the symbols IT:E:JCW.—Mim. 3896, X-39-5219 (p. 17). 


Publicity of Returns.—The provisions of Treasury Deci- 
sion 4317 (Bulletin X-24, 3), opening to inspection certain 
classes of Federal income tax returns by officers of a state 
having income tax laws, upon the written request of the 
governor of such state, are applicable also to the Territory 
of Hawaii.—lI. T. 2598, X-43-5263 (p. 7). 


Refunds and Credits.—In determining whether there has 
been an overpayment which may be refunded or credited, 
the correct tax should be calculated on the basis upon 
which the taxpayer filed his return, taking into consideration 
all items increasing and decreasing net income, regardless 
of the statute of limitations. The tax actually paid may 
be refunded or credited to the extent of the overpayment 
represented by the allowable items covered by timely claims 
nee) claims are necessary.—G. M. 9800, X-43-5266 

p. ; 


Stock Rights—Allocation of Cost or Other Basis of Old 
Shares.—The proper rule required by the regulations to be 
applied in all cases, both before and after January 1, 1925, 
where rights were or are issued entitling the recipient to 
acquire stock of a character or preference materially dif- 
ferent from the stock in respect of which the rights were 
issued, is that the cost or other basis of the old shares shall 
be apportioned between the old shares and the rights in 
proportion to the respective values of such shares and 
rights at the time the rights were issued. Where the rights 
were or are exercised, the basis of the shares so acquired 
is the sum of the portion of the basis of the old shares 
apportioned to the rights and the subscription price of the 
shares of stock so acquired.—lI. T. 2597, X-43-5261 (p. 2). 
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Withholding of Tax at Source.—No withholding at the 
source is required from interest paid to a nonresident alien 
individual, whether or not such individual is engaged in 
business in the United States, on Treasury bonds dated and 
bearing interest from June 15, 1931, issued under authority 
of the Act of Congress approved "September 24, 1917, as 
amended.—I. T. 2592, X-40-5227 (p. 5) 


Supreme Court Action on Petitions 
for Writs of Certiorari 


F EDERAL tax cases in which petitions for writs of cer- 
tiorari were granted during October by the United States 
Supreme Court, with a summary in each case of the issue 
involved, follow: 

American Hide & Leather Co. v. U. S., Docket No. 62.— 
Whether overpayment of tax occurred where, in adjusting 
income to fiscal-year basis, Commissioner allocated calen- 
dar-year tax to fiscal year. No overpayment found by 
lower court. 48 Fed. (2d) 430. 4 

Chicago Portrait Co. v. Burnet, Docket No. 345.—Whether 
New South Wales is a “foreign country” for tax credit 
Pip Cas: Lower court held in the affirmative. 50 Fed. 
( 

Coronado Oil & Gas Company, Burnet v. Docket No. 341. 
—Taxability of income from oil and gas produced by lessee 
from Oklahoma school lands. Held tax-exempt by appel- 
late court. 50 Fed. (2d) 998. 

Lewis et al., Trustees, v. Reynolds, Docket No. 115.— 
Whether, in considering refund claim, Commissioner may 
consider entire return. Lower court held in the affirmative. 
48 Fed. (2d) 515. 

Standard Nut Margarine Co. of Florida, Rose v., Docket 
No. 252.—Whether collector may be enjoined from collect- 
ing oleomargarine tax from dealers handling taxpayer’s 
product. Lower court held collector may be enjoined. 49 
Fed. (2d) 85. 

Standard Nut Margarine Co. of Florida, Miller v., Docket 
No. 251.—Whether injunction restraining collection of ole- 
omargarine on taxpayer’s particular product will lie. In- 
junction upheld by lower court. 49 Fed. (2d) 79. 

Lawyers Mortgage Co., Bowers v., Docket No. 355.—Capi- 
tal stock tax liability of New York insurance company 
which also guaranteed mortgages. Lower court held there 
was no liability for capital stock tax. 50 Fed. (2d) 104. 

Old Colony R. R. Co. v. Commissioner, Docket No. 349.— 
Whether deductible expense as to bonds should be de- 
creased by profit realized on issuing price and prorated. 
Appellate court held in the affirmative. 50 Fed. (2d) 896. 


CASES in which petitions for writs of certiorari were 
denied by the Supreme Court during October were: 

Allen v. Burnet, Docket No. 345.—Question as to taxable 
status of securities in trust distributed in 1922 to stock- 
holders in kind upon liquidation of trust, where two trust 
companies merged in 1912 and assets of one were placed 
in trust and beneficial certificates issued to its stockholders. 
See 49 Fed. (2d) 716. 

Beneficial Loan Soc. of Bethlehem v. U. S., Docket No. 
177.—Deduction of specific corporation credit of affiliated 
corporation. Deduction not allowed by Court of Claims. 
48 Fed. (2d) 686. 

Board v. Commissioner, Docket No. 363.—Taxability of 
proceeds from sale of corporate assets paid by liquidating 
trustee to himself. See decision by Court of Appeals, Sixth 
Circuit. No. 5532, June 11, 1931. 

Carter, Hill v., Docket No. 125.—Whether income from 
securities located in New York are subject to Hawaiian 
income tax as to owner in Hawaii. Lower court held in 
the negative. 47 Fed. (2d) 869. 

Chicago, R. I. & Pac. Ry. Co. v. Commissioner, Docket No. 
78.—Deduction of bond issue expense; invested capital and 
such expense; whether accrued wages, etc., deducted and 
later credited to profit and loss are income; deductibility 
of loss of unamortized bond discount on exchange of pre- 
ferred stock for bonds; invested capital and such stock. 
See 47 Fed. (2d) 990. 

Corbett v. Burnet, Docket No. 272.—Profit from sale of 
stock. Commissioner’s determination approved. 50 Fed. 


(2d) 492. 





aA(v — «a 





DS ew me CD 








November, 1931 


Esperson, Exrx., et al. v. Burnet, Docket Nos. 367 and 368. 
—Whether one-year assessment limitation period under 
Section 250 (d) of the 1921 Act started to run from date of 
letter requesting immediate audit of decedent’s returns 
written by an attorney. Lower court held to the contrary. 
49 Fed. (2d) 259. 

Ewbank v. U. S., Docket No. 359.—Whether estate tax is 
collectible as to decedent who died June 14, 1921. Held 
taxable by lower court. 50 Fed. (2d) 409. 

First Nat. Bank of Bridgeport, Conn., v. Burnet, Docket No. 
323.—Assessment limitation period as to transferees—valid- 
ity of certain waivers. Assessment was not barred. 50 
Fed. (2d) 79. 

Frommel Realty & Investment Co. v. U. S., Docket No. 275. 
—Whether transferee assessment was barred. Held not 
barred. 50 Fed. (2d) 73. 

Garber et al. v. Commissioner, Docket Nos. 93-96.—Whether 
certain transaction may be treated as installment sale. 
Lower court held in the affirmative. 48 Fed. (2d) 526. 

Grays Harbor Motorship Corp. v. U. S., Docket No. 141.— 
Income from Government contracts. See 45 (2d) 259. 

Hanlon v. Burnet, Docket No. 326.—Basis for depreciation 
under 1921 Act on property acquired by gift subsequent 
to December 31, 1930. Cost to donor held proper basis by 
a C. C. A. (4th Cir.) Nos. 3085 and 3086, June 

Leland v. Commissioner, Docket No. 354.—Tax status of 
certain distributions made to stockholders. Distributions 
held taxable by appellate court. 50 Fed. (2d) 523. 

Louisville Cooperage Co. v. Commissioner, Docket No. 157. 
—Inventory valuation. Lower court overruled taxpayer’s 
contentions. 47 Fed. (2d) 599. 

Maryland Casualty Co. v. U. S., Docket No. 260.—Five per 
cent penalty for nonpayment of tax under 1918 Act, where 
oon fide claim in abatement was filed. See 49 Fed. (2d) 

Mitchell v. Commissioner, Docket No. 269.—When loss on 
option warrants to subscribe for common stock acquired in 
1911 was deductible. Lower court held loss deductible in 
1921 when warrants expired. 48 Fed. (2d) 697. 

Mutual Life Ins. Co. of N. Y. v. U. S., Docket No. 149.— 
Basis for claim for refund as supporting suit. Claim held 
by lower court insufficient to support suit. 49 Fed. (2d) 662. 

Oglesby Coal Co. v. Burnet, Docket No. 152.—Deduction 
for obsolescence during period Jan. 1 to Mar. 31, 1918. 
Commissioner’s disallowance of deduction approved by 
lower court. 46 Fed. (2d) 617. 

Phipps et al. v. Bowers, Docket Nos. 225-228.—Constitu- 
tionality of Section 214 of 1921 Act making provision against 
deduction of interest on money borrowed to buy and carry 
Victory Notes. Provision held valid. 49 Fed. (2d) 996. 

Pugh v. Burnet, Docket No. 239.—Deductibility of loss 
due to land becoming impregnated with oil and salt water. 
Depletion deductions as to oil royalty rights conveyed. 
Lower court held no loss deductible. 49 Fed. (2d) 76. 

Robillard, Exr. v. Burnet, Docket No. 289.—Whether U. S. 
citizen may credit against dividends from foreign countries 
foreign taxes paid at source for account of the corporation. 
Commissioner’s determination approved. 

Schneider, Trustee, v. Lucas, Docket No. 110.—Whether 
installment sale basis for reporting a certain sale of realty 
may be used. Installment basis denied by lower court. 47 
Fed. (2d) 1006. 

Schrader’s Son, Inc., v. U. S., Docket No. 382.—Amount 
refundable under Section 284 (c) of 1926 Act where in- 
vested capital was reduced due to failure to take adequate 
deductions on patents. See C. C. A. (2nd Cir.) decision. 
Decided July 6, 1931. 

Spring Canyon Coal Co. v. Burnet, Docket Nos. 334 and 
335.—Deductions allowable by a self insurer under Utah 
Workmen’s Compensation Law. 

Stewart v. Burnet, Docket No. 336.—Whether loan to 
decedent by his wife should be deducted from decedent’s 
half of community estate in Texas. Lower court held in 
the negative. 49 Fed. (2d) 257. 

Stratton et al. v. Commissioner, Docket No. 313.—Inclu- 
sion in gross estate of property over which decedent held a 
general power of appointment created before 1921 Act. 
Held part of estate by lower court. 50 Fed. (2d) 48. 

Sunny Brook Distillery Co. v. U. S., Docket No. 206.— 
Interest on refund of taxes on distilled spirits. Interest 
held not allowable by Court of Claims. 48 Fed. (2d) 976. 
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Unaka & City National Bank v. U. S., Docket No. 261.— 
Basis for property of consolidated bank. C. C. A. (6th Cir.) 
decision (No. 5681, June 11, 1931) held basis to be price for 
which it was acquired at time of consolidation. 

Vail Butterine Co. v. Reinecke, Docket No. 292.—Consti- 
tutionality of oleomargarine law. Law held valid by lower 
court. 49 Fed. (2d) 1076. 

Wright et al. v. Commissioner, Docket No. 313.—Whether 
distribution of stock of holding company to stockholders 
of a corporation was a stock dividend; value of stock dis 
tributed; time of reporting profit. Lower court held 
distribution of stock not a stock dividend, sustained Com- 
missioner’s valuation of stock and his ruling as to when 
profit was taxable. 50 Fed. (2d) 727. 


Court Decisions 


Appeals from the Board.—Motion is denied to dismiss an 
appeal from the Board because the return to the appellate 
court was not made within the 60-day period as extended, 
where a judge of the court further extended the period to 
the day of filing, such procedure being permissible under 
Rule IV of the uniform court rules on appeals from the 
Board. 

Where one of the allegations of error in an appeal from 
the Board is that the finding of the Board was not sup- 
ported by the evidence, and where the petitioner, instead 
of filing a statement of evidence that had been settled be- 
fore the Board (as required by Rule II of the uniform 
rules), filed a praecipe specifying certain verbatim extracts 
from the stenographer’s report of testimony, it is held that 
such extracts should be stricken from the printed record. 
“The violation of the rule stands entirely without excuse 
and * * * we are impressed that there is no occasion for 
going beyond the findings of the Board.—United States 
Circuit Court of Appeals, Sixth Circuit, in Commissioner of 
Internal Revenue v. Continental Screen Company. No. 5938. 
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Bill of Exceptions, Extension of Time for Filing.— Where 
Collector appeals from adverse judgment of the District 
Court, the taxpayer’s notation on a stipulation to extend 
the time for filing the bill of exceptions pending permission 
of the Solicitor General, made after signature by the Gov- 
ernment attorney, to the effect that no further extension 
should be requested or granted, is not binding upon the 
Government. Two subsequent extensions were secured by 
application to the District Court, and the Government’s 
failure to have the last order entered on the last day of 
the extended term-will not bar its appeal, entry not being 
necessary for the validity of an order.—United States Cir- 
cuit Court of Appeals, Second Circuit, in Hubert Dalton and 
Florence W. Dalton, v. Frank C. Bowers, as Executor of the 


Last Will and Testament of Frank K. Bowers, as Collector of 
Internal Revenue. 


Capital Expenditures—Payments made by coal com- 
panies to a railroad company to compromise law suits 
growing out of the building of railroad spurs by the rail- 
road company constituted capital expenditures amortizable 
over the life of the coal properties—on the authority of 
Gauley Mountain Coal Co. v. Com., 23 Fed. (2d) 575.—United 
States Circuit Court of Appeals, Fourth Circuit, in Old Colony 
Coal & Coke Company v. Commissioner. Hazard Coal Cor- 
poration v. Commissioner. Decision of Board of Tax 
Appeals, 20 BTA 326, affirmed. 


Claims for Refund.—A sworn statement to the Commis- 
sioner written by an agent of the taxpayer, giving details 
of dividends received by the taxpayer, the amount of which 
had been in dispute, may not be regarded as a formal or 
an informal claim for refund, although an averassessment 
instead of the previously proposed deficiency resulted from 
the adjustments of the dividends made on the basis of the 
statement. No assertion was made of an overpayment of 
taxes and no errors in the computation of the tax were 
alleged. A formal claim filed after the statutory period may 
not be considered as amendatory of this sworn statement. 
A 30-day letter from the Commissioner’s office giving de- 
tails of a proposed overassessment for one year and defi- 
ciencies for others is not an allowance of an overpayment, 
giving rise to an account due upon which the taxpayer 
might sue.—Court of Claims of the United States in Martin 
M. Philipsborn v. The United States. No. H-239. 


Depreciation, Basis of.—Basis for depreciation in 1919 of 
assets acquired in 1917 in liquidation of stock, all of which 
was held by the acquiring corporation, is the market value 
of the assets at the time of acquisition. The Government’s 
contention that the transaction was an inter- -company one 
and that the basis should be the same as it would be in the 
hands of the transferor is held to be without merit.—Dis- 
trict Court of the United States, District of Massachusetts, 
in American Printing Company v. United States of America. 
Law No. 3524. 

Dues and Initiation Fees.—Tax imposed by the 1921 Act 
on a life member of a social club in an amount equal to the 
tax paid by active annual members applies to one who held 
a life membership before the statute was enacted.—United 
States Circuit Court of Appeals, Third Circuit, in J. S. 
McLaughlin, Collector of Internal Revenue, v. Ira Jewell 
Williams. No. 4554. March term, 1931. Decision of lower 
court reversed. 


Federal Estate Tax.—No part of the proceeds of insur- 
ance policies on the life of the decedent were part of his 
estate at his death on August 29, 1927, where the policies 
were taken out pursuant to a trust agreement between the 
decedent and a newspaper corporation of which the de- 
cedent held the majority interest, whereunder the proceeds, 
in the event of decedent’s death, were to be paid to a 
trustee and applied for and on behalf of those officers and 
employees entitled under a trust indenture to purchase the 
participating interest in the newspaper corporation held by 
the decedent. The premiums on the policies were paid by 
the newspaper corporation, and the policies are not to be 
deemed “taken out” by the decedent within the purview of 
Section 302 (g) of the 1926 Act.—District Court of the 
United States, Western District of Missouri, Western Div., 
in John E. Wilson, as Executor under the Last Will and Tes- 
tament of Irwin R. Kirkwood v. Noah Crooks, Collector, No. 
7842. 

Property in a trust created in 1901 should be excluded 
from the settlor’s gross estate under section 302 (d) of the 
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1924 Act, where the trust was to continue beyond the lives 
of the settlor’s children, the settlor’s reserved right to re- 
voke or modify the trust provisions being conditioned 
upon the consent of the beneficiaries. The beneficiaries 
were “adverse interests,” so that the right of revocation 
and also all beneficial interest for taxing purposes were 
gone from the settlor—United States District Court, Dis- 
trict of Massachusetts, in Richard S. Russell, Executor [Es- 
tate of Frances S. Russell] v. Thomas W. White, Collector. 


Gross Income, Deductions from.—Where assignments 
were made by the taxpayer to his wife by which she was 
to receive payments of principal and interest under con- 
tracts for the sale of land, the taxpayer retaining legal 
title to the contracts, interest on instruments executed by 
the taxpayer promising to pay his wife certain amounts 
with interest for the cancellation of the assignments is not 
deductible, such an instrument being merely a promise to 
make a gift in the future and not creating any indebtedness. 
—United States Circuit Court of Appeals, Eighth Circuit, 
in W. S. Gilman v. Commissioner of Internal Revenue. No. 
8998. October term, 1931. Decision of Board of Tax Ap- 
peals, 18 BTA 1277, affirmed. 

Deduction for interest is not allowable for the fiscal 
year 1923 for the excess of the amounts of deferred pay- 
ments for stock over the first payment although such 
excess actually equalled 6 per cent interest, under an agree- 
ment whereby taxpayer agreed to purchase one-fourth of 
certain stock placed in escrow and was given options to 
purchase one- -fourth of the remainder in each of the next 
three years at increasing prices.—United States Circuit 
Court of Appeals, Fourth Circuit, in Henrietta Mills, Inc. v. 
Commissioner of Internal Revenue. No. 3165. Decision 
of Board of Tax Appeals, 20 BTA 651, affirmed. 


Income, Taxable-—Compensation received in 1920, 1922, 
and 1923 as special attorney for the Sanitary District of 
Chicago is not exempt. He was not an “officer” of the 
State because his position was not created by constitution 
or law to continue during the pleasure of the appointing 
power for a fixed time, with a successor elected or ap- 
pointed. Neither was he an “employee,” it not being shown 
that the general attorney exercised any detailed control 
as to what should be done, and how it should be done, 
which is essential to the relationship of employer and em- 
ployee——United States Circuit Court of Appeals, Seventh 
Circuit in George I. Haight v. Commissioner of Internal 
Revenue. Edmund D. Adcock v. Commissioner of Internal 
Revenue. Nos. 4182-4185. October term, 1931. 


Income Impounded by Receiver.—Income from sale of oil 
and gas produced during 1916, impounded in the hands of 
a receiver to await the outcome of litigation, is taxable 
to the respondent when paid to it in 1917, whether it was 
on the cash or the accrual basis. Under the circumstances 
the receiver was not required nor permitted to file a return 
for 1916.—United States Circuit Court of Appeals, Ninth 
Circuit, in David Burnet, Commissioner, v. North American 
Oil Consolidated, a Corporation. No. 6315. This opinion 
is an amendment of an opinion rendered June 15, 1931, and 


reverses the decision of the Board of Tax Appeals, 12 
BTA 68. 


Interest on Overpayments.—Where a taxpayer on the 
basis of a fiscal year ended May 31, filed its return for the 
fiscal year 1918 before the enactment of the 1918 Act, and 
was obliged to file a new return under the 1918 Act due to 
the increased tax under the new Act retroactive to January 
1, 1918, the additional tax shown by the taxpayer on the 
new return and assessed by the Commissioner is not an 
“additional assessment” for the purpose of computing in- 
terest on a subsequently determined overpayment. Interest 
is allowable, under Section 1324 (a) of the 1921 Act only 
from six months after filing by the taxpayer of a claim for 
refund, and not from the date the additional taxes were 
paid as would be the rule in the case of an involuntary 
payment of additional taxes determined by the Commis- 
sioner.—Court of Claims of the United States in Whitney 
Bodden Shipping Co. v. The United States. No. K-357. 


Interest is allowable on a credit of overpayments for 1918 
and 1919 against an additional assessment for 1920, made 
under the 1926 Act, only to the due date of the 1920 tax. 
The due date is the due date of the original installments 
and not the date the additional assessment was made.— 
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Court of Claims of the United States in American Exchange 
Irving Trust Company, Successor to Irving National Bank & 
Irving Trust Co. v. The United States. No. J-87. 


Inventories.—Taxpayer, incorporated March 20, 1920, is 
not entitled to have its tax computed on the basis of the 
calendar year beginning January 1, 1920, and may not use 
as its opening inventory the market value of the goods of 
the predecessor partnership at December 31, 1919, evidence 
that the business was conducted as a corporation from 
January 1, 1920 not being sufficient to establish a de facto 
corporation in the absence of evidence as to any represen- 
tations to the public or business associates that it was so 
conducted. 

Refund on the above facts may not be granted on the 
ground that the corporation is entitled to take the actual 
market value of its inventory at March 20, 1920, where 
Such contention was not made in the claim for refund on 
which the suit is based—Court of Claims of the United 
States in H. Lissner Company, Inc. v. The United States. 
No. K-471. 

Obsolete phonograph records, unsalable because of a 
newly discovered manufacturing process, should not be 
included at any value in the inventory at December 31, 
1920, of a wholesale and retail dealer. A limited return 
privilege enjoyed by the dealer was sufficient only to cover 
current breakage and did not cover the abnormal situation 
such as arose in 1920. The fact that the taxpayer mistak- 
enly inventoried these goods at factory cost on his 1920 
return does not deprive him of the right to correct the 
return. The correction does not amount to a retroactive 
election as to basis, where the return specifically states that 
the inventory was on the basis of “cost or market, which- 
ever is lower.’”—Court of Claims of the United States in 
Laurence H. Lucker v. The United Siates. No. J-603. 


Invested Capital—Good will, valued at approximately 
$1,500,000, acquired by a corporation at the time of its in- 
corporation in 1903 for cash payments of $900 per week to 
be paid to each of the two brothers who had operated before 
incorporation as a copartnership, as an annuity for the rest 
of their lives and during the lives of their respective sur- 
viving wives, should be included in invested capital for 1920 
and 1921 to the extent of the cash paid—United States 
District Court, Southern District of New York, Sapolin 
Company, Inc. etc., v. Charles W. Anderson, Collector. 


Liability Where Tax Payment Is Made by Check on 
Insolvent Bank.—Where payment of tax is made by check, 
certified by a bank which becomes insolvent before pay- 
ment, the bank is primarily liable on the check, and the tax- 
payer who, being secondarily liable, was required to pay 
the full amount, became subrogated to the rights and liens 
existing in favor of the United States and acquired a se- 
cured and preferred claim against the bank and the liqui- 
dator thereof.—Supreme Court of Florida in Cuesta, Rey 


& Company v. John A. Newsom, as Liquidator, et al., Ap- 
pellees. 


Losses.—Deductible losses by storm and insects and 
worms to timber acquired prior to March 1, 1913, at a cost 
less than the value on that date are limited under the 1918 
Act to cost.—United States Circuit Court of Appeals, 
Eighth Circuit, in Pioneer Cooperage Company v. Commis- 
sioner of Internal Revenue. No. 9030. May term, 1931. 

Loss on the sale of a store in 1917 is held to have been 
sustained in the amount of the difference between its” cost 
and the fair market value of the vendor corporation’s own 
stock received, less liabilities assumed by the vendor. The 
fair market value of the stock is held to have been the 
book value, where there was a “proximate subsequent sale 
of its stock at approximately the book value thereof,” and 
where the vendor entered on its books a loss from the sale 
of the store greater than that claimed by valuing the stock 
received at book value. The Commissioner’s contention 
that no loss was recognizable because it received its own 
stock for the sale is held to be without merit.—District 
Court of the United States, Western District of Pennsyl- 


vania, in Spear & Company v. D. B. Heiner, Collector. No. 
5609 Law. 


Property Received by Gift, Basis for Determining Gain or 
Loss upon Sal'e of.—Donor’s basis is the basis for deter- 
mining gain upon the sale in 1921 of stock acquired by gift 
in 1921, both the gift and the sale having been effected be- 
fore the enactment of the 1921 Act. The 1921 Act was 
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BUNN PACKAGE TYING MACHINE 


Ties rapidly and securely any package such as Mail, 
Parcels Post, Wrapped Packages, Boxes, Fabrics, 
Printed Matter, etc. Write for folder. 


B. H. BUNN COMPANY 
Vincennes Ave. at 76th St., Chicago 





For CONVENIENCE and COMFORT 


come to the Bismarck . . right in the heart of 
the Loop next to the wholesale, financial 
and theatre district. 

Large, light, outside rooms with super-comfort 
beds . . . soft water for your bath . . . room 
signals indicating the arrival of your mail 
national reputation for Good Food . . . four dis- 
tinctive dining rooms . . . courteous hospitality 
urging you to “come again.” 


Rooms, $2.50 up. 
With Bath, $3.50 up. 


Write for booklet with downtown map. 


BISM, K 


HOTEL CHICAGO 


Randolph at La Salle 
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effective January 1, 1921; and Congress had power to re- 
quire that taxable income should include profits from all 
transactions consummated within the year. Cooper v. U. 
S., 280 U. S. 409, followed. , 

Term “capital assets” as defined in Section 206 (a) (6) of 
the 1921 Act means property acquired by the taxpayer and 
held by him for profit or investment for more than two 
years, the time gift property was held by the donor not 
being permitted to be added to the time that it was held 
by the donee—United States Circuit Court of Appeals, 
Third Circuit, in William Kempton Johnson v. Commis- 
sioner of Internal Revenue. Nos. 4421 and 4422, Oct. term, 
1930. Decision of Board of Tax Appeals, 17 BTA 611, 
affirmed. 


Property Sales.—Sale of assets at a profit i is held to have 
been effected by a corporation where it sold in 1919 for 
$130,000, assets which had cost it $80,231.37. It may not 
be said that there was no profit on the sale of the property 
by reason of the fact that in 1918 the stockholders had 
acquired the stock from previous owners for $130,000. The 
separate entities may not be disregarded. The profit to the 
corporation should be reduced, however, by $9,675, the 
amount of expenses paid by the corporation during the 
year 1919, after the sale of its assets, in determining the 
amount of tax for which the transferees of the liquidated 
corporation are liable. 

Where, upon the sale of a corporation’s entire property 
in 1919, less than 25 per cent of the selling price was re- 
ceived in that year, the corporation is entitled to the use 
of the installment basis of reporting income. Since it did 
not claim this privilege before the Board, nor in the 
petiton for review, its right to raise the question for the 
first time before this court is doubtful. But since the case 
must be remanded to the Board on another issue, permis- 
sion to use the installment basis may be requested before 
the Board.—United States Circuit Court of Appeals, Fourth 
Circuit, in Bruce McDonald, S. E. McDonald and W. C. 
Turley, as Executors of the Estate of Bilton McDonald, de- 
ceased, v. Commissioner of Internal Revenue. Bruce Mc- 
Donald v. Commissioner of Internal Revenue. J. K. Parsons 
v. Commissioner of Internal Revenue. F. M. Burgess v. 
Commissioner of Internal Revenue. J. W. Thornbury v. Com- 
missioner of Internal Revenue. Nos. 3152-3156. Reversing 
and remanding on deduction item above, 18 BTA 800. 

Profit from the sale of Philadelphia real estate for a 
cash consideration of $500,000 and a ground rent of $800,000 
payable at any time within ten years, in addition to an 
annual ground rent, is income for the year in which the 
deed passed. The fact that under Pennsylvania law the 
ground rent is real estate, an estate reserved in the grantor 
until paid, does not change “the method of Federal income 
taxation on realty sales made in Pennsylvania from what 
they ordinarily are in other States.”—United States Cir- 
cuit Court of Appeals, Third Circuit, in Pennsylvania Com- 
pany for Insurance on Lives and Granting Annuities v. 
Commissioner of Internal Revenue. Decision of Board of 
Tax Appeals, 19 BTA 699, affirmed. 


Railroads, Taxation of.—Amount paid to a carrier under 
Section 209 of the Transportation Act of 1920 to make good 
an operating deficit during the Federal control guaranty 
period constituted taxable income for 1920. 

Spur tracks which were paid for in 1920 by the persons 
for whose benefit they were constructed and to which a 
carrier acquires title to the extent that they are on its right 
of way do not give rise to taxable income. 

Contribution made by a railroad company in 1920 to the 
Association of Railway Executives represented a deductible 
business exnense.—Court of Claims of the United States in 


The _— & Pacific Railway Co. v. The United States. No. 
K-148. 


No part of compensation paid in 1923 to a corporation 
on the accrual basis for the use of railroad property du-ing 
the period of Federal control was income for 1920, no 
amount having been either earned, determined, agreed to, 
or paid in that year. 

Amount paid in 1923 to a railroad company on the accrual 
basis, covering a deficit in operating income for the guar- 
anty period Januarv 1, 1918 to February 29. 1920 (under 
Section 204 of the Transportation Act of 1920) was income 
for 1920, the right to receive the payment having accrued 

upon the termination of Federal control on March 1, 1920, 
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all that remained to be done being to compute the deficit 
pursuant to the act.—Court of Claims of the United States 
in perenne Tie & Lumber Co. v. The United States. No. 

Increase by the Commissioner of net taxable income of 
affliated railway companies for 1920 in the amount of 
$176,377.22 is approved. This amount represents the excess 
of the value of material and supplies taken back from the 
United States Railroad Administration at the end of Fed- 
eral control in 1920 over the value at the time taken over, 
and the amount allowed by the Administration for shortage 
of units of such material and supplies. When the railroad 
company regained its property in 1920 it entered the inven- 
tory at the increased value, all of which inventory was used 
up before the close of 1920.—Court of Claims of the United 
States in Chicago Junction Railways and Union Stock Yards 
Co., in Consolidation with Union Stock Yard & Transit Co., 
Chicago Junction Railway Co., Central Manufacturing Dis- 
trict, Stock Yard Harness & Saddlery Co., Chicago Junction 
Railroad Co., and Produce Terminal Corporation v. The United 
States. No. K-197. 


Recovery of Taxes.—Recovery of taxes collected after the 
statutory period is denied, under Section 611 of the 1928 
Act, upheld by the Supreme Court in Graham & Foster 
v. Goodcell, 282 U. S. 409, where a bona fide plea in abate- 
ment was filed by the taxpayer and entertained by the 
Commissioner so that the collection was stayed. The fact 
that the assessments were not “jeopardy assessments,” but 
in spite of this were made without awaiting the conclusion 
of the hearing of the taxpayer’s appeal, does not invalidate 
them.—District Court of the United States, No. Dist. of 
Georgia, Atlanta Division, in Hartwell Mills v. J. T. Rose, 
Collector of Internal Revenue. 

Where a taxpayer in 1918 changed from the accrual 
to the installment basis of reporting income, filing returns 
for 1918 to 1921 on that basis, and where the Commissioner 
on August 18, 1928, assessed an additional tax for those 
years under the “double taxation” rule of Section 212 (d) 
of the 1926 Act, which tax was paid, it is held that the 
taxpayer can recover on the ground that Section 705 (a) (2) 
of the 1928 Act prohibits collection since assessment was 
made after the passage of the 1928 Act.—United States 
District Court, No. Dist. of Calif., in Redlick-Newman Com- 
bany v. John P. McLaughlin, Collector. 

Refund is refused of taxes overpaid for 1918 against 
which were credited deficiencies for 1915, 1916, and 1917 
(part of them at the taxpayer’s request) after the expira- 
tion of the statutory period for collection of such defi- 
ciencies. “In the case before the court no refund could 
be made to the plaintiff because no claim has ever been 
filed for a refund of the taxes for the years 1915, 1916 or 
1917. As no refund could be made, the credit is not void.” 
—Distriet ‘-nurt of the United States, District of Massa- 
chusetts, in Arthur C. Harvey Company v. John F. Malley 
ya Malcolm E. Nichols, former Collectors. Law No. 
4319. 


Security Exchanges.—Congress, in declaring a taxing 
statute retroactive, has the power to declare the period for 
which it shall operate. The amendatory act of March 4, 
1923, excluding securities from nontaxable exchanges, is 
not unconstitutional in that it arbitrarily fixed January 1, 
1923, as the effective date. 

Under Section 202 (c) (2) of the 1921 Act no gain or 
loss was recognized on the exchange on December 30, 1922, 
of stock in one company for stock and debenture bonds 
in a new corporation resulting from a reorganization of 
the other company. This being the case, the basis, on a 
taxable exchange on February 28, 1923, was the proportion- 
ate March 1, 1913, value of the stock of the old company. 
Taxing of such profit is not a tax on capital but upon 
profits realized during the taxable year 1923.—Court of 
Claims of the United States in Oscar Heineman v. The 
United States. No. K-262. 


Statute of Limitations—Claim of the Government for 
1920 taxes with interest is barred when made in bankruptcy 
proceedings more than five years after the return was filed, 
although the same claim (with less interest) was filed and 
allowed in prior bankruptcy proceedings within the five- 
year period, the present claim not being founded on the 
judgment in the prior bankruptcy proceedings, and the 
filing of the former claim not having suspended the run- 
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ning of the statute of limitations.—District Court of the 
United States, So. Dist. of Calif., Cen. Div., In the Matter 
of L. P. McChesney, Bankrupt. In Bankruptcy No. 113-H. 


Suit for refund of 1921, 1922 and 1923 taxes on the ground 
that the 4 per cent of the mean of taxpayer’s reserve funds 
should not be decreased by tax-exempt interest, on author- 
ity of Nat'l Life Ins. Co. v. U. S., 277 U. S. 508, is barred 
where the grounds for refund were first stated in claims 
filed after expiration of the statutory period, such claims 
being held not to supplement timely claims for all taxes 
“wrongfully collected” for those years. 


Section 1122 (c) of the 1926 Act, giving District Courts 
jurisdiction concurrent with the Court of Claims where 
collectors are dead or out of office, and providing for a six 
year period of limitations does not relate to jurisdiction of 
the Court of Claims.—Court of Claims of the United States 
in New England Mutual Life Insurance Co., a Corporation, 
v. The United States. No. K-120. 

Petition to review filed by the Government in bank- 
ruptcy proceedings is denied where by order of the referee, 
dated June 16, 1930, the United States was barred from 
participating in the assets of the estate except by claim 
filed on or before October 11, 1930, and claim for 1928 
taxes was not filed until April 2, 1931, such claim being 
expunged by the referee on motion of the trustee —United 
States District Court, Eastern District of New York, In 
the Matter of Moraenstern & Company, Bankrupt. 

R. S. Section 3228 with its four-year limitation period, 
does not limit the application of Section 252 of the 1921 
Act, which latter section is held to have given the taxpayer 
five years from the due date of the 1920 return in which 
to file a claim for refund for that year.—Court of Claims 
of the United States in Laurence H. Lucker v. The United 
States. No. J-603. 


Suit for Refund of Tax Payment.—Under a claim for 
refund that specifies a certain amount “or such greater 
amount as is legally refundable,” the plaintiff may sue for 
a larger amount than is set forth in the claim, provided 
the entire suit proceeds on the grounds set forth in the re- 
fund claim.—District Court of the United States, Eastern 
District of Pennsylvania, in The Electric Storage Battery 
Company v. Blakely D. McCaughn, formerly Collector of 
Internal Revenue. No. 14008. June term, 1928. 


Tax Practice by Former Revenue Bureau Employees.— 
In an action on a contract for services rendered as an in- 
come tax expert by a former internal revenue agent, whose 
examination of defendants’ case while in Government serv- 
ice had reached only the preliminary stage, it is held that 
Department Circular 230 covers a different and narrower 
field than Section 190 of Revised Statutes; that defendants’ 
claim against the Government was not such as is contem- 
plated by that section; and that, as it can not be said as a 
matter of law that plaintiff's knowledge of the case was 
such as to disqualify him under Circular 230, the trial court 
erred in granting defendants’ motion for a nonsuit.—Dis- 
trict Court of Appeals, Second Appellate District of Cali- 
fornia, in Floyd S. Day v. Laguna Land & Water Company 
(a Corporation) et al. 


Waivers, Validity of —As the requirement that the Com- 
missioner’s signature should appear on waivers of the 
statutory period for assessment and collection of taxes is 
for “purely administrative purposes,” his failure to-sign 
a waiver does not render it invalid—United States Circuit 
Court of Appeals. Ninth Circuit, in Commissioner of In- 
ternal Revenue v. George U. Hind et al. Decision of Board 
of Tax Appeals, 18 BTA 96, reversed and remanded for 
hearing on the merits. 

Waivers as to assessment of 1917 taxes executed on 
March 28, 1923, and January 18, 1924, although executed 
after the statutory period of limitation, are held effective 
to continue the Government’s right to assess and collect 
the taxes, plaintiff’s contention that there was a mistaken 
belief at the time of execution that the statutory period 
had not expired being held to be without merit, inasmuch 
as there was no evidence of any mistake by either party. 
Nor was it necessary to prove the Commissioner’s signa- 
ture to the waivers, on the authority of Stange v. U. S., 282 
U. S. 270.—District Court of the United States, Western 
District of Pennsylvania, in Spear & Company v. D. B. 
Heiner, Collector. No. 5609 Law. 
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Amendments of Regulations 


(Continued from page 404) 


Stamp Taxes 


Articles 25 and 77, Regulations 71, have been amended 
by T. D. 4326, X-41-5247. Article 25, as amended, reads 
as follows: 

“The Act imposes the tax on each original issue of the 
certificates specified, irrespective of the purpose of the issue, 
the person to whom issued, or the time of delivery. Lia- 
bility for the tax so imposed does not arise or accrue unless 
and until the certificates are actually issued. The phrase 
“whether on organization or reorganization,” as used in 
the Act, means whether on organization or reorganization 
or not, and does not limit the operation of the statute to 
occasions of organization or reorganization.” 

Article 77 is amended by omitting therefrom subdivision 
(b) of division (1) thereof defining the term “issue.” Sub- 
divisions (a), (c), (d), and (e) of division (1) will here- 
after be designated as (a), (b), (c), and (d), respectively. 


Credit for Foreign Taxes 


To amplify provisions as to allowance and computation 
of credit for foreign taxes of a controlled corporation 
“deemed to have been paid or accrued” by a foreign corpo- 
ration; as to computation of the credit where a corporation 
is entitled to credit both for foreign taxes paid or accrued 
and for those “deemed to have been paid or accrued”; and 
as to the allowance of a deduction for the excess of such 
taxes over the credit, Article 698 of Regulations 74 has been 
amended by T. D. 4323, X-40-5234, to read as follows: 

“Art. 698. Domestic corporation owning a majority of the 
stock of foreign corporation.—In the case of a domestic cor- 
poration which owns a majority of the voting stock of a 
foreign corporation from which it receives dividends (not 
deductible under Section 23 (p)) in any taxable year, the 
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World’s 
Tallest Hotel 
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LEONARD HICKS 
Manasing Director 





The extra attention given to the needs of guests 
will favorably impress you. Nearest to stores, 
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guest room is outside with bath, circulating ice 
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credit for foreign taxes includes not only the income, war- 
profits, and excess-profits taxes paid or accrued during the 
taxable year to any foreign country or to any possession of 
the United States by such dofmestic corporation, but also a 
credit for income, war-profits, and excess-profits taxes 
deemed to have been paid determined by taking the same 
proportion of any income, war-profits, and excess-profits 
taxes paid or accrued by such controlled foreign corpora- 
tion to any foreign country or to any possession of the 
United States, upon or with respect to the accumulated 
profits of such foreign corporation from which such divi- 
dends were paid, which the amount of any such dividends 
received bears to the amount of such accumulated profits. 
The credit for taxes deemed to have been paid is limited, 
however, to an amount which shall in no case exceed the 
same proportion of the taxes against which the credit for 
foreign taxes is taken, which the amount of such dividends 
bears to the amount of the entire net income of the domes- 
tic corporation in which such dividends are included. If 
dividends are received from more than one controlled for- 
eign corporation, the limitation is to be computed separately 
for the dividends received from each controlled foreign 
corporation. The credit for foreign taxes (including taxes 
paid or accrued by the domestic corporation and the credit 
for taxes deemed to have been paid) may not, under any 
circumstances, exceed the same proportion of the tax (com- 
puted on the basis of the domestic corporation’s net income 
without the deduction of any income, war-profits or excess- 
profits tax any part of which may be allowed to the corpo- 
ration as a credit by section 131), against which the credit 
is taken, which the domestic corporation’s net income (com- 
puted without the deduction of any such income, war- 
profits, and excess-profits tax) from sources without the 
United States bears to its entire net income (computed 
without such deduction) for the same taxable year. A 
domestic corporation which includes in the credit for for- 
eign taxes a credit for taxes deemed to have been paid 
must furnish the same information with respect to the taxes 
deemed to have been paid as it is required to furnish with 
respect to the taxes actually paid or accrued by it. 

“Taxes paid or accrued by a controlled foreign corporation 
are deemed to have been paid by the domestic corporation 
for purposes of credit only. Where the credit for foreign 
taxes includes both taxes paid or accrued by a domestic 
corporation and a credit for taxes deemed to have been 
paid, and the sum of the taxes paid or accrued and the 
credit for taxes deemed to have been paid exceeds the 
limitation on the entire amount of the credit allowable, 
the excess shall be apportioned between the taxes paid or 
accrued and the credit for taxes deemed to have been paid 
in proportion to their respective amounts. The portion of 
the excess apportioned to the taxes paid or accrued, but 
not that apportioned to the credit for taxes deemed to have 
been paid, shall be allowed as a deduction from gross in- 
come under the provisions of Section 23 (c).” 

Article 612 of Regulations 65 and Article 612 of Regu- 
lations 62 have been similarly amended.* 


The Oklahoma Tax System 
(Continued from page 402) 


gers or more; Class B and Class C freight carriers, 
Y4 cent per mile. Mileage taxes are payable monthly. 

Inasmuch as the states have no power to tax in- 
terstate commerce, the above taxes apply to intra- 
state business only. 


Petroleum Inspection Fee 
This tax is imposed under the police powers of the 
state for the purpose of maintaining the quality of 
gasoline and kerosene sold for consumption within 
the State.?® Inspection is made by the State Inspec- 
tor before sale and a fee of 4 cents per barrel of 50 
gallons is charged for bulk products, 5 cents per 


*T. D. 4324, X-40-5235, amending Art. 612, Reg. 65: T. D. 4325, 
X-40-5236, amending Art. 612, Reg. 62. 


2% C. S. 1921, 7979-8010. 
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barrel for barrelled products in lots of 50, and 10 
cents per barrel in lots of less than 50. Products 
must be up to prescribed specifications or they will 
be condemned and can not be sold. 


Inheritance Tax 


Oklahoma imposes an inheritance tax upon the 
beneficiaries of estates of decedents at rates varying 
from one per cent for bequests of $25,000.00 or less 
up to 16 per cent for $10,000,000.00 or over. Ex- 
emptions are allowed a wife of $15,000, $10,000 for a 
child, $5,000 for other descendants, $1,000 for brother 
or sister, and $500 for others. Charitable gifts are 
exempt. 


State Occupation Taxes 


The following occupation taxes are imposed by the 
State of Oklahoma: 

Cigarettes. License fee, $25.00 per annum. 

Commercial Feed. Inspection fee, 10 cents per ton. 

Commercial Fertilizer. Inspection fee, 35 cents per 
ton and $10.00 registration fee. 

Cotton Gin. $5.00 initial fee and 3 cents per bale 
annual fee. 

Employment Agencies. License fee, $50.00 per 
annum. 

Food and Drugs. Annual license fee, $1.00. 

Hotel and Rooming Houses. Annual fee, less than 
20 rooms, $2.00, 20 rooms $3.00, each additional 10 
rooms, $1.00. 

In addition to the taxes listed above, Oklahoma 
citizens and corporations are liable for all municipal 
license taxes and all Federal taxes. A description of 
these taxes is beyond the scope of this article. 


The Tax Issue Involved in the Caruso Case 
(Continued from page 393) 


I have already said that the controlling fact is that 
Caruso’s part in the making of the records was performed 
in this country. There are, however, other elements in 
the case which reinforce the conclusion that the source of 
this income was within the United States. It was the 
reputation which Caruso had won by his operatic and 
concert successes in the United States that led to the mak- 
ing of the Victor contracts. It was here that the contracts 
were made. It was here that the payments under the 
contracts were made. .The payments were the obligation 
of a company incorporated and doing business here. The 
fact that the foreign sales were made by other companies 
is of no consequence; the situation is the same as if Victor 
had made such sales directly. It would have been ac- 
countable to Caruso for the agreed amount or percentage 
in any event, even if it had received nothing from its 
contractors in England and Canada. 


Related Rulings and Judicial Decisions 

Superficially considered, certain rulings by the 
Bureau of Internal Revenue and decisions by the 
United States Board of Tax Appeals and the Fed- 
eral Courts, may appear to be precedents dispositive 
of the issues herein discussed, but they may be dis- 
tinguished as a matter of fact or of law. In general, 
questions involving the taxability of a non-resident 
alien’s income, in respect of its source, involve the 
following types of cases: 


1. Property manufactured by an alien in the United 
States but sold outside the United States, with the 
title passing abroad. 
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2. Property manufactured outside the United States 
by an alien and sold to customers in the United 
States, with the title passing abroad. 


3. Property manufactured abroad by aliens and 
sold to customers in the United States, with the title 
passing in the United States. 


4. The sale by a foreign author of works written, 
and to be written, to an American publisher, with the 
title to the work sold passing outside of the United 
States; the sale by a foreign author to an American 
publisher, with the title passing in the United States. 


5. Compensation paid to a non-resident alien for 
services rendered in the United States, where the 
compensation is paid outside of the United States; or 
where it is paid in the United States. 

With respect to this classification, which is not sub- 
mitted as essentially exhaustive but which is deemed 
to be of appropriate scope for the purposes of dis- 
cussion herein, it should be noted that in each class 
(excluding compensation for personal services) there 
is involved a sale by the taxpayer of property owned 
by him. They may, therefore, all be distinguished 
from the situation of Caruso, who did not own the 
property from the sales of which the taxpayer con- 
tended that he derived income from sources without 
the United States. In addition, they involve the 
principle that, for income tax purposes, the sale of 
property gives rise to profit in the commercial sense 
of excess over cost. In this regard, they are not 
analogous, because Caruso’s executrix did not adduce 
any evidence at the trial to show that the “royalty” 
paid by Victor to Caruso was in any way based upon 
the profit, if any, made by Victor, or that the sum 
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which was paid to Caruso represented an excess 
over Caruso’s “cost.” Obviously there was no cost 
to Caruso in the sense of capital outlay for produc- 
tion. 

But from the broad terminology of Section 213 of 
the 1918 Revenue Act it is clear that “gains” and 
“profits” are not synonymous terms, and that the 
object of the Section was to reach every conceivable 
form of income, without regard to the realization of 
“profit” in a commercial sense by the taxpayer. The 
distinction between “income” and “profits” is well 
explained in the case of People v. Niagara County 
Supervisors, 4 Hill? (N. Y.) 20, wherein the Court 
stated at pages 23 and 24: 

* * * Strictly speaking, “income” means that which 
comes in or is received from any business or investment of 

capital without reference to outgoing expenditures; while 

“profits” generally means the gain which is made upon 
any business or investment when both receipts and pay- 
ments are taken into the account. * 

It seems self-evident that Caruso did not realize 
any profit in a commercial or economic sense by vir- 
tue of sales abroad, but for examination of seeming 
analogies to Caruso’s situation, the following cases 
and rulings may be of interest: Compania General 
v. Collector, 276 U. S. 306, 308, 309; Tootal, Broad- 
hurst, Lee Co. Ltd. v. Commissioner, (CCA-2) 30 F. 
(2nd) 239, 240; O. D. 988, C. B. V, p. 117; O. D. 1100, 
C. B. V, p. 118; T. D. 2137; G. C. M. 2467; C. B. 
VII-2, p. 188, 192-195; I. T. 2440, C. B. VII-2, p. 282. 


In every instance of these citations it will be found 
that the question of the taxability of the income of 
an alien, whether individual or corporate, was predi- 


1 Cited in In Re Murphy 80 App. Div. 238, at page 241. 
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cated upon the passing of title to property by the 
alien. Thus, while they may be said to stand for the 
proposition that taxable profit is realized by sale and 
the place of sale determines the taxability of profit 
to a non-resident alien, they cannot conceivably ap- 
ply to Caruso’s circumstances. 

Nor does the case of Alma Gluck Zimbalist v. An- 
derson, Collector (D. C., S. D., N. Y.), 23 F. (2nd) 
328, affirmed (CCA-2), 38 F. (2nd) 57, foreclose, by 
a stated contrary view, the conclusion of Judge Pat- 
terson in Dorothy Caruso Ingram v. Bowers that the 
amounts which the Victor Company paid to Caruso 
in 1918, 1919, and 1920, constituted compensation for 
personal services rendered by him to the company in 
the United States. In the Zimbalist case both the 
District Court and the Circuit Court of Appeals for the 
Second Circuit in substance stated that the opera 
singer’s “royalties” were contingent upon sales. [See 
23 F. (2nd), at page 329 and 38 F. (2nd), at page 59.] 
There appears to be, however, nothing in the opin- 
ions indicative of an intention to abandon the de- 
cision in Edwards v. Keith, supra, relative to the 
determination that an insurance agent’s commissions 
are contingent compensation for personal services. 
The analogy of that case to the instant case, would 
therefore, seem still to obtain. 

In the absence of precise factual precedents, the 
Caruso case raised a novel question. Though the tax 
laws are to be construed favorably for the taxpayers, 
it cannot be said that the result achieved by Judge 
Patterson imposed, by strained construction, an un- 
just tax. His decision that the income omitted by 
Caruso in his returns was taxable, does no violence 
to the facts of the case, and is justified by the com- 
prehensive provisions of Section 213 of the 1918 
Revenue Act, manifesting the intent of Congress to 
exercise its taxing power to the fullest extent. 


Unlimited Earnings and Tax Evasion 
(Continued from page 399) 


3. It will eventually reduce income taxes. 

4. It will furnish a standard for determining rea- 
sonableness of salaries. 

5. It will react advantageously for minority stock- 
holders. 

6. It will favor wage-earners and consumers. 

7. It will promote prosperity. 

Discussion of these reasons will be brief inasmuch 
as the relationships of the minority stockholder, the 
wage-earner and general prosperity to the existing 
law were fully considered in earlier parts of this arti- 
cle. What will be said will therefore presuppose a 
knowledge of these undesirable features of the pres- 
ent law, all of which would be remedied by the Seven 
Per Cent Equalizer. 

The Equalizer is not a new tax to be added to 
others which are ultimately borne by consumers. It 
is a way to prevent evasion of existing taxes. The 
revenue which it will produce, the consumer has in 
effect been paying right along. In making various 
purchases, consumers have included their tax pay- 
ments, which in this manner were entrusted to cor- 
porations to be turned over to Uncle Sam. But a 
large part of the taxes never reached Uncle Sam. 
By the inflated salary device they were deflected into 
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the pockets of tax-dodging profiteers. The Equalizer 
is designed to overcome such pocketing of taxes al- 
ready paid by the consumer. 

The Equalizer will produce additional revenue 
either directly by causing officer-directors to pay 
seven per cent to equalize the tax on profits taken in 
the guise of salaries; or indirectly by causing 
officer-directors to withdraw their profits as divi- 
dends, thus automatically subjecting such profits to 
the twelve per cent corporation tax. Neither method 
will add to burdens now being shouldered by 
consumers. 

If an executive prefers to apply the Seven Per 
Cent Equalizer to his excessive salary, the reckoning 
will be with his individual pocket book. The only 
way in which he could pass the Equalizer on to con- 
sumers would be by raising his salary sufficiently to 
cover the Equalizer. Charged against the corpora- 
tion, the salary increase might then be levied against 
consumers by higher commodity prices. The danger 
of higher commodity prices by increased salaries of 
executives is, however, non-existent. Salaries have 
already been skyrocketed to the limit. Lower taxes 
by the dividend method than by the salary and 
Equalizer method, will prevent executives from fur- 
ther boosting their own salaries. Above all, pressure 
from competitors, obliged by the Equalizer to reduce 
executives’ salaries, will be assurance that commod- 
ity prices will not be raised to pay the Equalizer. 

If the executive reduces his salary to what he 
earns, and withdraws his profits as dividends, his 
corporation will pay more income taxes. Will such 
additional corporation taxes be added to consumers’ 
burdens? No, because there is no increase in the 
corporation tax rate. Consider the reason for higher 
consumer prices. The only reason for boosting com- 
modity prices and increasing consumers’ burdens, is 
to produce more profits. This reason vanishes in the 
presence of the larger showing of corporation profits 
which the Equalizer would bring about. Wherever 
bigger taxes would be paid by a corporation, the 
income of that corporation would be enlarged by ap- 
proximately eight times the increase in taxes. This 
revelation of larger profits—the true corporation 
profits—would have a tendency to decrease rather 
than increase commodity prices. 

The larger profits would bring steadier employ- 
ment and bonus awards to employees, and cause 
larger dividends to be paid to minority stockholders. 
A large increase in national revenue should result. 
This would mean an early absorption of the national 
deficit, as well as an early reduction in both the cor- 
poration tax rate and the individual tax rate. 

The fact that every individual directly under an 
official’s supervision will give that official an addi- 
tional $500 as earned income allowance will quickly 
be realized. With this realization should come re- 

luctance to dispose of help. More employees will 
keep their jobs just because the employer will “earn” 
another $500 or $50 for each man he keeps employed. 

As a factor in sustaining prosperity, the Seven 
Per Cent Equalizer would be very desirable. It 
would eliminate the depressing influences of the 
present law. It would aid in accomplishing a better 
distribution both of income and of leisure—two pre- 
requisites for continued prosperity. 
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No Other Law Is Acceptable 

Faced as we are with the necessity of raising ad- 
ditional revenue to meet the national deficit, by a 
tax increase which must come within the next few 
years if not at once, what other method is there 
which would accomplish this purpose better than the 
Seven Per Cent Equalizer? Other ways of raising 
the necessary revenue exist, but they lack the bene- 
fits of the Equalizer. 

Someone might prefer to equalize the profits taxes, 
on corporation returns rather than individual re- 
turns. This could be done by disallowing as deduc- 
tions from taxable income all salaries in excess of 
$30,000, or in excess of a smaller allowance for earn- 
ings where that would be applicable. The excess 
above the earned income allowance would be charged 
against surplus and corporations would pay full 
taxes on all of their profits. In this manner excess 
salaries would be treated the same as dividends. 
But this would not increase the share of profits go- 
ing to minority stockholders, nor would it benefit 
wage-earners. A corporation Equalizer, instead of 
an individual Equalizer, might be advantageous only 
in the event that a yield tax be adopted, and then 
some additional adjustment would be necessary to 
protect minority stockholders. For immediate bene- 
fit, the Seven Per Cent Equalizer on individual re- 
turns will better accomplish equalization. 

Adoption of a profits tax, or yield tax, like the one 
in effect during and immediately after the World 
War, would raise additional revenue but would not 
equalize taxes as between earnings and profits. Such 
a tax serves to proportion impositions to the percent- 
age yield on capital employed in the production of 
profits under various conditions. It is a good thing 
in its place, but could not begin to accomplish the 
many good results of a Seven Per Cent Equalizer. 
After adopting the Seven Per Cent Equalizer we can 
later consider some form of yield tax which will omit 
the undesirable features of the World War profits tax. 

A reduction of capital gain tax from twelve and 
one-half per cent to six per cent, has been suggested 
as a means of raising revenue for the country. This 
suggestion is made on the theory that during the 
next few years capital losses will exceed capital 
gains and twelve and one-half per cent of such 
losses would reduce the taxes otherwise payable. If 
the reduction is only six per cent instead of twelve 
and one-half per cent the theory is that the Govern- 
ment will gain the difference. This theory is 
fallacious in several respects. It assumes greater capi- 
tal losses than capital gains, whereas greater gains 
than losses is just as strong a possibility. For the 
past several years every subterfuge has been in- 
dulged to escape taxes by tax-exempt reorganization 
provisions of the law. By these provisions a share 
of stock in corporation A is exchanged for a share 
of stock in corporation B. No gain or loss is recog- 
nized, but the cost of the A stock becomes the cost 
of the B stock when the B stock is later sold. Many 
millions of dollars in securities have thus taken over 
the cost basis of cheaper securities. They are wait- 
ing for a chance to escape part of the twelve and one- 
half per cent tax on capital gains. So, if the tax be 
reduced to six per cent, gains will easily offset losses 
and the Government will lose the tax at the higher 
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rate. In the next place a reduction to six per cent 
would reduce the tax on capital transactions below 
the tax on earnings. Earnings are subject to a five 
per cent normal tax plus a surtax. A fair differentia- 
tion between earnings and profits is the present one 
whereby earnings bear five per cent and profits 
twelve per cent taxes with surtax added in either 
case. Reducing a capital gain tax to six per cent 
without adding any surtax, would upset our other- 
wise fairly sound theories of taxation and do more 
harm than good. The further fact that the proposed 
reduction in capital gain tax would cheat some tax- 
payers out of deserved tax reductions for capital 
losses, needs no comment. 

It has been suggested that the number of small 
taxpayers be increased by reducing personal exemp- 
tions and credits. In addition to making a substan- 
tial enlargement of the number of wage earners in 
the small-taxpayer group, lower credits and exemp- 
tions would aiso cause a higher tax on the part of 
those who already file returns. This method of 
raising revenue, however, by crippling the buying 
power of a host of small consumers, would have a 
detrimental effect on business throughout the coun- 
try. Consumers, indispensable to business, produce 
business profits. It is better that taxes be levied on 
business—businesses profiting most at consumers’ 
expense bearing most of the tax burden—than that 
a million small consumers should in part be deprived 
of their ability to contribute to profits and pros- 
perity. The Equalizer is unquestionably preferable. 
By preventing unearned income from escaping tax- 
ation it will raise revenue in a painless manner 
without injuring business. 

Increasing the tax rates would merely add to the 
undesirable features of the present law. There 
would be more tax evasion, more injustice to 
minority stockholders and more forces to prolong the 
depression. 

The suggestion that the “earned income credit” as 
it ineffectively exists in the present law, be increased 
from $30,000 to a maximum of $40,000 or $50,000, 
comes most inopportunely. For reasons given 
above, such an increase would benefit only one type 
of person, the big-salaried tax evader. It would 
make the depression a habit. Instead, we should 
abolish this useless “earned income credit” and adopt 
in its place the Seven Per Cent Equalizer with its 
many influences promoting general prosperity. 


New Tax Publications 


State-Administered Locally-Shared Taxes, by Ruth Gillette 
Hutchinson, Ph.D, pp. 157. Columbia University Press. 
Price $2.25 

The revolt against the injustice of the general property 
tax, which as actually administered Professor E. R. A. 
Seligman has concluded “is beyond doubt one of the worst 
taxes known in the civilized world,” has resulted in two 
different lines of reform, both leading to state centraliza- 
tion. First, the author points out, the states began to take 
over the supervision of assessment through a state com- 
mission or a state board of equalization; and, secondly, 
new taxes were developed to reach. new forms of wealth 
and to tax productivity rather than its value. 

At the same time, inefficiency in local administration of 
taxes has resulted in a tendency toward centralization of 
control and assessment. Out of this movement one of the 
methods adopted for securing adequate revenues for the 
locality is that of state-administered locally-shared taxes, and 
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it is these taxes that are the central subject of Dr. Hutchin- 
son’s monograph. The study covers both the legal and 
financial aspects of the problem. An exhaustive analysis 
is presented of the growth, tendencies and influence of this 
phase of state taxation. 

In order to determine the effect which the movement is 
having on the local units, each state-administered locally- 
shared tax, including corporation, motor transportation, 
income, inheritance, forest, and severance taxes, has been 
studied separately, and separate chapters are devoted to 
each form of taxation. The manner in which other coun- 
tries have attempted to solve the problem of the adjust- 
ment of state and local functions to state and local revenue 
is the subject of a separate section of the book. 

Both the advantages and disadvantages of the systems 
of state-administered locally-shared taxes are fully consid- 
ered. The conflict of state centralization of functions with 
the idea of home rule raises an interesting question, rela- 
tive to which arguments on each side are analyzed. 


Procedure and Practice before the Board of Tax Appeals. 
Publication of Commerce Clearing House, Inc. pp. 205. 
Price $5.00. 

In many instances petitions of taxpayers before the 
Board of Tax Appeals have met with dismissal or defi- 
ciencies determined by the Commissioner have been ap- 
proved because of failure of the appellants to comply with 
procedure and practice requirements of the Board. 

A valuable guide to the technique in the appeal of cases 
to the Board is provided in this revised manual, which has 
the virtue of completely, yet succinctly, explaining the ap- 
peilate requirements. 

All the steps connected with an appeal are first enumer- 
ated and then minutely explained in the order of their 
usual succession. The progress of a case through its various 
stages is graphically illustrated by means of a hypothetical 
case, and facsimilies of the required forms are shown. 

Since satisfactory adjustments of tax disputes may often 
be effected through the Special Advisory Committee, with- 
out necessity of an appeal to the Board, a section of the 
book is appropriately devoted to description of the func- 
tions of this branch of the Bureau of Internal Revenue and 
of its advantages to the taxpayer. 

The following selection from chapter subjects gives a 
clue to the broad scope of the manual: Relation of the 
Lawyer and the Accountant to the Board; Jurisdiction of the 
Board; the Petition; Commissioner’s Answer and Taxpayer's 
Reply; Preparation for the Hearing; Evidence; Procedure at 
the Hearing; Procedure after the Hearing; Review of the 
Decision of the Board. The rules of practice of the Board 
and reproductions of completed forms of pleadings and 
related papers are presented in the appendix. 


“American Public Finance and Taxation,” by Dr. William 
J. Shultz, pp. 635. Prentice-Hall, Inc., 1931. Price $5.00. 

As the enlightening contents of this book passed in re- 
view, the thought occurred, in view of the woeful lack of 
sound information in matters of taxation, even among the 
so-called educated portion of our citizenry, that it would 
be almost justifiable to make creditable completion of a 
thorough course in public finance prerequisite to suffrage. 

Though the volume is intended primarily as a college 
textbook, it is suitable for popular use as a handbook of 
government finance and taxation. The information is pre- 
sented in a style that maintains interest and in language 
uncommonly free from heavy terminology. 

In the section devoted to the effect of a tax on business 
profits, the conclusion is presented that except in specialty 
lines and under exceptional market conditions, the pro- 
ducers and distributors subject to a profits tax cannot raise 
their prices so as to include the tax on their profits, and that 
a tax on the net profits of a monopolist cannot be shifted if 
maximum monopoly prices were changed prior to the levy 
of the tax. In the chapter on personal income taxes is an 
analysis of the principles involved in the taxation of capital 
gains and allowance of capital losses which is noteworthy 
anent current debate on the subject. 

The effects of general property, sales and various other 
commonly levied taxes are topics of other interesting sec- 
tions of the book. The chapters on constitutional and ad- 
ministrative aspects of taxation and on the interrelations of 
Federal, state and local finance are subjects new to general 
textbooks on public finance. 








